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Southland Utilities inc.
Summary of Cost of Capital and Fair Rate of Return

Based on the Actual Consolidated Ca ital Structure of Utilities inc. at December 31 2006

Tyye o~tCa ital ~Ratioa t Cost Rate Wei hted Cost Rate

Total Debt

Common Equity

Total

59.83 %

40.17

100.00 %

6.60

11,60% — 12.20% (2)

3 84%

4.66%

8 50%

3.84%

4 90%

8 74%

(1) Company-provided,

(2) Based upon informed judgment from the entire study, the principal results of which are summarized on page 2 of

this Schedule.
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Southland Utilities Inc.

No. Princi al Methods

Proxy Group of Eight
AUS Utility Reports

Proxy Group of Four
Value Line (Standard

Edition) Water
Com anies

Discounted Cash Flow Model (DCF) (1)

Risk Premium Model (RPM) (2)

Capital Asset Pricing Model (CAPM) (3)

9.8

10.8

10.2

10.1

11.0

10.5

Comparable Earnings Model (CEM) (4) 14.3 14.2

Indicated Range of Common Equity
Cost Rate before Adjustment for
Business Risk 10.80 % 11.40 %

Business Risk Adjustment (5) 0.50 0.50

Indicated Range of Common Equity
Cost Rate after Adjustment for
Business Risk 11.30 % 11.90 %

Financial Risk Adjustment (6) 0.30 0.30

Recommended Range of Common

Equity Cost Rate after Adjustment
for Business and Financial Risk 11.60 % 12.20 %

Notes: (1)
(2)
(3)
(4)
(5)

(6)

From Schedule PMA-5 of this Exhibit

From page 1 of Schedule PMA-10 of this Exhibit.

From page 1 Schedule PMA-11 of this Exhibit.

From pages 2 and 5 of Schedule PMA-12 of this Exhibit.

Business risk adjustment to reflect Southland Utilities, inc. 's greater business risk due to

its small size relative to each proxy group as detailed in Ms. Ahern'. ; accompanying direct

testimony.
Financiel risk adjustment to reflect Southland Utilities, Inc. 's greate financial risk relative to
each proxy group as detalied in Ms. Ahern's accompanying direct testimony.



Southland Utilities Inc

Denvation of investment Risk Adjustment Based upon

Ibbotson Associates' S~ie Premia for the Decile Portfolios of the NYSE/AMEX/NASDAQ

Line No.

Total Capitalization (inci. Short. Term

Debt for the Year 2006
Market Capitalization on July 10,

2007 1)

Appi:cable Deciie
of the

NYSE/AMEX/
NASDAQ

Applicable Size
Premium

Spread from

Applicable Size~P2
1. Southland Utilities, Inc

Based upon the Proxy Group of Eight AUS Utility

Re orts Water Com anies

( millions ) (times larger)

5 0.055 (3)

( millions )

$ 0 125

(times largerl

10 (4) 6.2I CAC (5I

B.
Based upon the Proxy Group of Four Value Line

Standard Edition Water Com anies $0.126 10 (4) 6 27% (5)

2. Proxy Group of Eight AUS Utility Reports Water
Com anies

Proxy Group of Four Value Line (Standard Edition) Water

3. Com anies

$ SSS.480 (S)

$898.745 (9)

10,099.6 x

16,340,8

$710.535

$1,158.741

5,6843 x

9, 196.4

8-9(7)

7 (10)

2 49% (8) 3 78%

1.62% (11) 4 65%

See page 4 for notes.

Deciie

1 - Largest
2
3

5
6
7
8
9
10.SmaiieSt

Number of

~C

168
179
198
184
209
264
291
355
660
1744

Recent Total
Market

~CI ii ii IC

( millions )

$9,586,846.750
2, 148,609.950
1,126,434.240

624,621.080
492 840 110
428,711,640
333,661.890
284,415.720
298,400.730
229,218,310

Recent
Average
Market

( millions )

$57,064.564
12,003,408

5,689.062
3,394.680
2, 358.087
1,623.908
1 146 604

801 171
452, 122
131.433

D D3 ITI
0) O X

(C)
rp ft g

D
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Southland Utilities Inc.
Derivation of Investment Risk Adjustment Based upon

Ibbotson Associates' Size Premia for the Decile Portfolios of the NYSE

Notes

(1) From page 5 of this Schedule.

(2) Line No. 1 —Line No. 2 and Line No 1 —Line No. 3 of Columns 3 and 4, respectively. For example, the
3 78% in Column 5, Line No. 2 is derived as follows 3.78%% = 6 27% —2.49%.

(3) Company provided.

(4) With an estimated market capitalization of $0.125 million (based upon the proxy group of eight AUS
Utility Reports water companies) and $0.126 million (based upon the proxy group of four Value Line
(Standard Edition) water companies), Southland Utilities, Inc. falls in the 10' decile of the
NYSE/AMEX/NASDAQ which has an average market capitalization of $131.433 as shown in the table
on the bottom half of page 3 of this Schedule.

(5) Size premium applicable to the 10' decile of the NYSE/AMEX/NASDAQ as shown on page 15 of this
Schedule.

(6) From page 1 of Schedule PMA-3.

(7) With an estimated market capitalization of $710.535 million, the proxy group of eight AUS Utility

Reports water companies falls between the 8 and 9 deciles of the NYSE/AMEX/NASDAQ which have
an average market capitalization of $626.647 million as can be gleaned from the information shown in

the table on the bottom half of page 3 of this Schedule.

(8) Average size premium applicable to the 8 and 9' deciles of the NYSE/AMEX/NASDAQ as can be
gleaned from the information shown on page 15 of this Schedule

(9) From page 1 of Schedule PMA-4

(10) With an estimated market capitalization of $1,158.741 million, the proxy group of four Value Line

(Standard Edition) water companies falls in the 7 decile of the NYSE/AMEX/NASDAQ which has an

average market capitalization of $1,146.604 million as shown in the table on the bottom half of page 3
of this Schedule.

(11) Size premium applicable to the 7 decile of the NYSE/AMEX/NASDAQ as shown on page 15 of this

Schedule.

Source of Information: lbbotson Associates, Stocks Bonds Bills and inflatio —Valuation Edition —2007
Yearbook, Morningstar, Inc. , Chicago, IL, 2007
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Marliet Capitalizahon of Soulhiand Uiiiihes Inr

Ihe Proxy Group of E ght AUS Uhlly Repo, ,s Wats Co pan es and!he

0 » ~04

Southland Utilities, Inc

Com anv

Common Stock Shares
Outstanding al March 31,

2007
( milhons I

Book value per
Share at Marcn 31

2007 '1i

I olai Common

Equity at March
3' 2007

( millions I

0

C'osing Sider,

Market Pnce on

020

fzarkehl, o-Book
Ratio at July 10,

20

22

Market

Capitafizalion on

0. 20 2

( milhons I

20
Based upon the Proxy Group of Eighl AUS Utility Reports

Water Companies

Based upon the Proxy Group of Four Value Line

Standard Edihon' Water Com an:es
2'(020

Prox Grou of Ei htAUS Utiiil Re orts Water Com ane"

Amencan States Water Co.
Aqua America fnc

Artesian Resources Corp
California Water Service Group
Connechcul Water Service Inc

M ddiesex Wa'. e Cc pa y

SJW Corp,
York Water Company

Average

17 055
133 261

6.273
20.659

8 304
13 168
18.312
11 218

28 531

16 847
6.965

14 6S9
18 100
11.928
9 806

12,435
5 854

287.319
928 164

91 958
373.930
99.049

129 121
227 707

65 672

275 365

35.260
22.260
i 9.200
36.690
24,580
18 860
31.970
17 610

$ 25 806

209 3
319 9
131 0
2D2 7

206. 1

192 3
257. 1

300.8

227 4

$601.359
2, 969.055

120.442
757.979
204. 112
248 348
585.435
197 549

2 .00

Proxy Group of Four Value Line (Standard Edition) Water

Com anise

Amencan Slates Water Co.
Aqua Amenca, Inc.
California Water Serwce Group
Southwest Water Company

17 055
133.261
20.659
24 026

48 750

16 847
6 9GS

18 100
6 977

12?22

287 319
928.164
373 930
167 641

439 264

$ 35 260
22.280
36 690
12 760

2

209.3
319,9
202.7
182.9

228.7

$ 601 359
2, 969.055

757.979
306,572$1,158 741

NA = Nol Available

Notes (1) Column 3 I Column 1

(2) Column 4 l Column 2

(3l Column 5 ' olumn 3
(4) Company-provided at June 30, 2007

(S) The market-to-book ratio of Soufhland Utilities, inc al July 10, 2007 is assumed fo be equal to the average market-to-book ratio at July 10, 2007 of the

proxy group of eight AUS Utihty Reports water companies.

(G) Southland Utihties, Inc's common stock, if traded, would trade at a market-to-book ratio equal to the average market-to-book ratio al July 10, 2007 of the

proxy group of eight AUS Utility Reports water companies, 227 4%, and Southland Utiltties, Inc?a market capitalization at July 10, 2007 would therefore

have been $0.125 milhon. ($0, 125 = SD.055 '227. 4%).

(7) The market-to-book ratio of Southland Utililies, Inc. at July 10, 2007 is assumed to be equal lo the average market-to-book ratio at July 10, 2007 of the

proxy group of four Value Line (Standard Edition) water companies.

(8) Southland Utihlies, Inc?s common stock, if traded, would trade al a market-to-book ratio equal to the average market-to-book ratio al July 10, 2007 of Ihe

proxy group of four Value Line (Standard Edition) water companies, 228,7%, and Southland Utilities, Inc?s market capitalization al July 10, 20D7 would

therefore have been $0,126 million. ($0.126 = $0.055 ' 228 7%l.

wham
CCI

CD CD CD-'

(2

Source of fnl'ormation. Standard & Poor's Compustat Services. Inc Research Insight PCPlus Data Base
finance. yahoo, corn
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Stocks, Bonds, Hills,

and inflation

Market Results for

1926-2006

2001 Yearbook

Valuation Edition
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Chapter 7
Firm Size and Return

The Firm Size Phenomenon

One of the most remarkable discoveries of modern finance is that of a relationship between firm

size and return. The relationship cuts across the entire size spectrum but is most evident among

smaller companies, which have higher returns on average than larger ones. Many studies have looked

at the eHect of firm size on return. ' In this chapter, the returns across the entire range of firm size

are examined.

Construction of the Decile Portfolios

The portfolios used in this chapter are those created by the Center for Research in Security Prices (CRSP)

at the University of Chicago's Graduate School of Business. CRSP has refined the methodology of cre-

ating size-based portfolios and has applied this methodology to the entire universe of

NYSE/AMEX/NASDA()-listed securities going back to rrtz6.

The New York Stock Exchange universe excludes closed-end mutual funds, preferred stocks, real

estate investment trusts, foreign stocks, American Depository Receipts, unit investrrrent trusts, and

Americus Trusts. All companies on the NYSE are ranked by the combined market capitalization of their

eligible equity securities. The companies are then split into zo equally populated groups, or deciles.

Eligible companies traded on the American Stock Exchange (AMEX) and the Nasdaq National Market

(NASDAQ) are then assigned to the appropriate deciles according to their capitalization in relation to

the NYSE breakpoints. The portfolios are rebalanced, trsing closing prices for the last trading day of

March, June, September, and December. Securities added during the quarter are assigned to the

appropriate portfolio when two consecutive month-end prices are available. If the final. NYSE price of

a security that becomes delisted is a month-end price, then that month's return is:included in the

quarterly return of the security's portfolio. When a month-end NYSE price is missing, the month-end

value of the security is derived from merger terms, quotations on regional exchanges, anrl other sources.

If a month-end value still is not determined, the last available daily price is used.

Base security returns are monthly holding period returns. All distributions are added to the month-

end prices, and appropriate price adjustments are made to account for stock splits and

dividends. The return on a portfolio for one month is calculated as the weighted average of the

returns for its individual stocks. Annual portfolio returns are calculated by compounding the monthfy

portfolio returns.

Size of the Deciles

Table 2-r reveals that the top three deciles of the NYSE/AMEX/NASDAQ account for most of the total

market value of its stocks. Nearly two-thirds of the market value is represented by the first decile, which

currently consists of t68 stocks, while the smallest decile accounts for just over one percent of the

l Rolf W. Barra was the frrsr to document this phenomenon. See Benz, Rolf W. "The Relationship Between Returns and Marker

Value of Common Stocks, " /onrnai of Financia! Economics, Voh p, r V8r, pp. S-r 8

Morningstar. Inc 'l29
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Chapter 7

market value. The data in the second column of Table y-r are averages across all 8r years. Of course,

the proportion of market value represented by the various deciles varies from year to year.

Columns three and four give recent figures on the number of companies and their market

capitalization, presenting a snapshot of the structure of the deciles near the end of zoo6.

Table 7-1

Size-Declle Portfolios of the MYSE/Afk/1EX/NASDAO Size and Composition

1926 through September 30, 2006

De cile

1-largest

2

3

4

5

7

8

9

10-Srnaliest

Mid-Cap 3 5

Low-Cap 6-8

Micro-Cap 9-10

Hisroricaf Average
Percentage of

Total Capitalization

63.26%

13.97%o

7 57%

4.73 /a

3 24%

2.38%a

1 74%

1 29%a

1.DD /o

0.62%o

15 54%

5 41o

1.83%

Recent
Number of

Companies

'168

179

198

184

209

264

291

355

660

1,744

591

910

2,4D4

Recent
Decile Market
Capitanizarion

iin lhnusandsi

$9,586,846,750

2.148,609,950

1.126.434,240

624.621,080

492,840.110

428,711,640

333,661,89D

284,415,72D

298.4D0,730

229.2'I 8,31Q

2,243,894,380

1,046, /89. 110

527,619.100

Recent
Percentage of

Total Capiralizazion

6'1, 64%

'l3 8'1%

7.24%

4.02%

3.17%

2.76%

2.15%

1,83'/o

1 92%

\ 47%

15.41%o

7. 'f9%

3 62%

Source: 200703 CRSP' Center for Research in Security Prices. Graduate School of Business, The University of Chicago

Used with permission. All rights reserved. www. crsp. uchicago. edu

Historical average percentage of total capitalization shows the average, over the last 81 years. of the decile market values

as a percentage of the total NYSE/AMEX/NASDAQ calculated each month. Number of companies in deciles, recent market

capitalization of deciles, and recent percentage of total ca vitalization are as of September 3D, 2006

Table 7-z gives the current breakpoints that define the composition of the NYSE/AMEX/NASDAQ size

deciles. The largest company and its market capitalization are presented for each decile. Table

7-3 shows the historical breakpoints for each of the three size groupings presented throughout this

chapter. Mid-cap stocks are defined here as the aggregate of deciles 5
—5. Based on the most recent data

(Tab)e 7-z), companies within this mid-cap range have market capitalizations at or below

$7,777,T83,ooo but greater than $7,9q6, 588,ooo. Low-cap stocks include deciles 6—8 and currently

include all companies in the MYSE/AMEX/NASDAQ with market capitalizations at or below

$r,9q6, 588,ooo but greater than $6z6,955,ooo. Micro-cap stocks include deciles cr-ro and include

companies with market capitalizations at or below $6z6,955,ooo. The market capitalization of the

smallest company included in the micro-capitalization group is currently $z, z47,ooo.

130 SB81 Valuation Edition 2007 Yearbook
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Firm Site and Rerum

Table 2-2

Size-Docile Portfolios of the MYSE/AMEX/NASDAQ, Largest Cofnpany

and its Market Capitalization by Decile
September 30, 2006

Oecile

I-largesl

2

3

4

5

6

7

8

9

10-Smallest

Rsarker Capitalization
of largest Company

lin thousands)

3371,187,368

16,820,566

/, 777, 183

4,085, 184

2,848.771

1,946,588

1.3/8, 476

976,624

626,955

314,433

Company Name

Exxon Mobil Corp

EOG Resources Inc

Xcef Energy inc.

First American Corp /CA

Scoffs Miracle Gro Co

OBS Technologies Inc

ESCO Technologies Inc

Knoll lnc

Bandog Inc.

M 8 F Worldwide Corp

Sourre Center for Research in Security Prices University ef Chicago

Presentation of the Decile Data

Summary statistics of anrrual returns of the ro deciles over 79z6—zoo6 are presented in Table 7-y. Note

from this exhibit that both the average return and the total risk, or standard deviation of annual returns,

tend to increase as one moves from the largest decile to the smallest. Furthermore, the

serial correlations of returns are near zero for all but the smallest two deciles. Serial correlations and

their significance will be discussed in detail later in this chapter.

Graph 7-z depicts the growth of one dollar invested in each of three NYSE/AMEXlNASDAQ

groups broken down into mid-cap, low-cap, and micro-cap stocks. The index value of the entire

NYSFIAMEX/NASDAQ is also included. All returns presented are value-weighted based on the

market capitalizations of the deciles contained in each subgroup. The sheer magnitude of the size effect

in some years is noteworthy. While the largest stocks actually declined 9 percent in z977 the

smallest stocks rose more than zo percent. A more extreme case occurred in the depression-recovery

year of 7933, when the difference between the first and tenth decile returns was far more

substantial, with the largest stocks rising zf6 percent, and the smallest stocks rising zzq percent. This

divergence in the performance of small and large company stocks is a common occurrence.

Morningstar, Inc. 131
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Table 7-3

Size-Decile Portfolios of the MYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

Chapter 7

from 1926 tot955

Capitalization of largest Company
(in dtausands)

Capitalization of Smatlest Company
Iin thousands)

Date

ISept Ml

1926

1927

1928

1929

l 930

Mid-Cap
3-5

$61,490

$65,078

$8'l, &95

$103,054

$66,750

Love-Cap
6-&

$13.835

$14,522

$18,788

$24,300

$12,918

Micro-Cap
9-)D

$4,263

$4,45D

$5,119

$5,850

$3,356

Mid-Cap
3-5

$13,86D

$14,664

$18,801

$24.328

$i3,050

Louv-Cap

6-&

$4,278

$4,496

$5,170

$5.862

$3.359

Micro-Cap
9-1&

$43

$65

$135
$118

$30

1931

1932

1933

1934

1935

$43,120

$12,667

$40,298

$38,019

$37,631

$8, 142

$2,208

$7,280

$6,638

$6,549

$1,944

$468

$1,875

$1,691

$1,350

$8.22Z $1,946 $15
$2,223 $469 $19

$7,346 $),f392 $120

$6,669 $1,722 $I39

$6,605 $ ),383 $38

1936

1937

1938

1939

1940

1941

1942

1943

1944

1945

$46,980

$51,750

$36, 'l02

$35,409

$30,930

$31,398

$26, 037

$42,721

$46,221

$55,268

$11,526 $2,&DO

$13,635 $3,563

$8.372 $2, 195

$7,478 $1,854

$8,007 $1,872

$8,336 $2,087

$6,&70 $1,779

$11,403 $3,84 7

$13,066 $4,812

$17.575 $6,428

$11.563

$13,793

$8,40D

$7,500

$8, 130

$8,357

$&,S75

$11,475

$)3,068

$17,584

$2, f301

$3,f300

$2,700

$1,86D

$1,!I29

$2,)DD

$1,788

$3,903

$4 f120

$6,466

$98

$68

$6D

$75

$51

$72

$82

$395

$309

$225

1946

1947

1948

1949

1950

$77,784

$57,942

$67,238

$56,D&2

$66,143

$24, 192

$17,735

$19,632

$14,549

$18,675

$10,149

$6,380

$7,329

$5, )DB

$6.225

$24.199

$17.872

$19,651

$14,577

$18,70D

$10,168

$6,41D

$7,348

$5,112

$6,243

$829

$747

$784

$379

$3D3

1951

1952

1953

1954

1955

1956

1957

1958

1959

1960

1961

1962

1963

1964

1965

$82,51 7

$97,936

$98.595

$125,834

$170,829

$183,792

$194,300

$195,536

$256,283

$252,292

$301.464

$Z50,786

$308,903

$349,675

$365,675

$22,75D

$25,452

$25.374

$29,707

$41,681

$46,886

$47,658

$46,774

$64.110

$61,529

$77,996

$58,785

$71,846

$79.508

$84, 600

$7.598

$8,480

$8,168

$8,4SB

$12,444

$13,623

$13,848

$13,816

$19,548

$19,344

$l3,562

$18,744

$23,927

$25.595

$28, 483

$22,860 $7,6D0 $668

$25,532 $8,551 $480

$25,395 $8,177 $459

$29,791 $8,502 $463

$41,861 $'12.524 $553

$47,103 $13,659 $1,122

$48,509 $13,950 $925

$46,871 $)4,015 $550

$64,2Z1 $19.701 $1,804

$61,596 $19,385 $831

$78,976 $23,613 $2,455

$58,866 $18,952 $1,018

$71,97'I $24,056 $296

$79,937 $25, &I37 $223

$85,065 $2S,543 $250

Source. Center Ior Research in Security Prices, University of Chicago

132 SBBI Valuation Edition 2007 Yearbook
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Firm Size and Return

Table 7-3 (continuedl

Size-Decile Portfolios of the MYSE/AMEX/NASDAQ

Largest and Smallest Company by Size Group

from 1966 to 2006

Capitalization of largest Company

(in thousanrlsl
Capitalization of Smallest Company

(in thonsandsl

Date

(Sept 30)
Mid-Cap

3-5
tow-Cap

0-8
Micro-Cap

0-10
Nlid-Cap

3-6
tow-Cap

6-0
Micro-Cap

0-10

1966

1967

1968

1969

f970

$403,13T

$459,438

$531,306

$518,485

$382.884

$99,960

$118.988

$150,893

$146,792

$94,754

$34,884

$42, 188

$60.543

$54,353

$29,916

$100,107

$119,635

$151.260

$147,311

$94.845

$34,966 $381

$42,237 $381

$60,719 $592

$54,503 $2, 119

$29,932 $822

1971

1912

1973

1974

1975

1976

1977

1978

i 919

1980

$SSt,690

$557,18 I

$431,354

$356,876

$477,054

$566,296

$584.577

$580,88 I

$665,019

$762.1o5

$147,426

$143,835

$96,699

$79,8?a

$102,313

$121,717

$139,196

$164,093

$177,378

$199,312

$45,570

$46.7 28

$29,352

$23,355

$30,353

$34,864

$40,700

$47,927

$51,197

$50,496

$147,810
$144,263

$96,710

$80,280

$103,283

$121.992

$139.620

$164,4SS

$177,769

$199,315

$45,571

$46,?57

$29,430

$23,400

$30,394

$34,BQ f

$40,765

$48,038

$51,274

$50,544

$865

$1,031

$561

$444

$540

$564

$513

$830

$948

$549

1981

1982

1983

1984

1985

$962,397

$7 7D.511

$1,209,911

$1,075,436

$1,440,436

$264, 69Q

$210,301

$353,889

$315.965

$370,224

$72, 104

$55,336

$104,382

$9'I,D04

$94,875

$264, 783

$210,630

$356,238

$316,103

$370.729

$72.450 $1,446

$55.423 P,060

P04.588 $2,025

$91.'I 95 $2,093

$94,887 $760

1986

1987

1988

I989

1990

$1,857, li21

$2.059,143

$1,957,926

$2, 145,947

$2.171,217

$449,015

$46a, 948

$421.340

$480,975

$474, 065

$ I10,617

$113,419

$94.449

$100,285

$93,750

$449,462

$470,662

$42 i,675

$483,623

$47 4,47'1

$110,953

$113,430
$94,573

$100,384

$93,790

$7D6

$1,277

$696

$96

$132

1991

1992

1993

1994

1995

$2.I ZB,BS3

$2.428.67 I

$2,705,192

$2.470,244

$2,789,938

$457,958

$500,327

$603,588

$596,059

$647.210

$81,586

P Q3,352

$131,105

$148,1 04

$155,386

$458.853 $87.733

$500,346 PQ3,500

$607,449 P3'1.13T

$597,975 $148216
$647,253 $155,532

$278

$51D

$602

$598

$89

1996

1997

1998

1999

2000

$3,142,657

$3,484,440

$4,216,707

$4.251,741

$4, 143,302

$751,316

$813,9Z3

$9Z5,688

$875,309

$840,000

$193,DDI

$228,900

$252,553

$220,397

$192.083

$751.680 $193,016 P,043

$814,355 $229.058 $585

$826,215 $253,031 $1,671

$8'15,582 $220,456 $1,502

$840,730 P92,439 $1,393

ZDDI

ZQQZ

2003

2004

2005

$5.156,315

$4, 93Q, 326

$4,744, 580

$6,241,953

$7.187,244

$1,108,224

$1.116,525

P, 163,369

$1,6Q7,854

$1,728,888

$265,734

$308,980

$329,060

$505,437

$586.393

$'I, ID8, 969

$1,124,331

$1,163,423

$1,607,931

$1,729,364

$265,736

$309.245

$329.529

$506,410

$587243

$443

$501

$332

$1,393

$1,079

2006 $7,777, i83 $1,946,588 $626,955 $ l,947,240 $627, 017 $2,247

Source' Center for Research in Security Prices, University of Chicago
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Table 7-4

Size-Decile Portfoltos of the lrfySE/AMEX/fflASOAD, Summary Statistics of Annual Returns
1926-2006

De cite

1-largest

2

3

4

5

6

7

8

9
'I 0-Smallest

Mid-Cap, 3-5
1 ow-cap, 6—8

Micro-Cap, 9—1D

NYSE/AMEX/NASDAD

Total Value-VVeighted index

Geometric
Mean

9.6

11 0

1'1.3

11 3

11.7
1 1.8

1 1.7
11 9

121
14.0

11.4
11 8

12 8

101

Arithmetic

Mean

11 3

13,3

138
143
14 9

153
15 6

16.6

17.5

21.6

14.2

15 /

18.8

121

Standard
Deviation

'I 9.06

21.72

i!3.51

i!5.78

26 li1

27.67

29.80

33.27

:6.3'1

45.16

24.59

29.34

38.92

2D.DB

Serial
Correlation

ODD

0.03

-0 02
—002
—0.02

004
0.01

0.04

D. OS

0.15

—002
0 03

OOB

D 03

Source: Cemer for Research in Security prices, University of Chicago

Aspects of the Firm Size Effect

The firm size phenomenon is retnarkable in several ways. First, the greater risk of small stocks does not,
in the context of the capital asset pricing model (CAPM), fully account for their higher returns over the

long term. In the CAPM only systematic, or beta risk, is rewarded; small company stocks have had

returns in excess of those implied by their betas.

Second, the calendar annual return differences between small and large comparues are serially

correlated. This suggests that past annual returns may be of some value in predicting future annual

returns. Such serial correlation, or autocorrelation, is practically unknown in the market for large stocks
and in most other equity markets but is evident in the size premia.

Third, the firm size effect is seasonal. For example, small company stocks outperformed large com-

pany stocks in the month of January in a large majority of the years. Such predictability is surprising and

suspicious in light of modern capital market theory. These three aspects of the firm size effect ——

long-term returns in excess of systematic risk, serial correlation, and seasonality —will be analyzed

thoroughly in the following sections.
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Graph 7-1

Size-Decile Portfolios of the MYSE/AMEX/NASDAQ: Wealth Indices of Investments in Mid-, Lovv-, Micro- and

Total Capitalization Stocks
Year-end 1925 = $1.00

1925-2006

$20,000

$10,000

Low-Cap Stock

Micro-Cap Stoc'k
c— j

r vol I'.J

$16,763.20

$8,366.90
;!$6,350.95

$1,000

$100

j
7."gj

ockMid-Cap St

~l
,r. ' i" 'Total Value

Weighted NYSE/

AMEX/NAS DAO

$10

$1

$0

1925 1935 1945

Year-end

1955 1965 1975 1985 1995 2006

Source: Center for Aesearch in Security Prices, University of Chicago
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Long-Term Returns in Excess of Systematic Risk

The capital asset pricing model (CAPM) does not fully account for the higher rerurns of small company

stocks. Table 2-S shows the returns in excess of systematic risk over the past 8t years for each decile of
the NYSE/AMEX/NASDAQ. Recall that the CAPM is expressed as follows:

k, =- h+(P, x ERP)

Table 2- S uses the CAPM to estimate the return in excess of the riskle:s rate and compares this estimate

to historical performance. According to the CAPM, the expected return on a security should consist of

the riskless rate plus an additional return to compensate for the systematic risk of the security. The

return in excess of the riskless rate is estimated in the context of the CAPM by multiplying the equity

risk premium by P (beta). The equity risk premium is the return that compensates investors for taking

on risk equal to the risk of the market as a whole (systematic risk). ' Beta measures the extent to which

a security or portfolio is exposed to systematic risk. ' The beta of each decile indicates the degree to

which the decile's return moves with that of the overall market.

A beta greater than one indicates that the security or portfolio has greater systematic risk than the

market; according to the CAPM equation, investors are compensated for taking on this additional risk

Yet, Table 2-S illustrates that the smaller deciles have had returns that are not fully explained by their

higher betas. This return in excess of that predicted by CAPM increases as one moves from the largest

companies in decile a to the smallest in decile to. The excess return is especially pronounced for micro-

cap stocks (deciles y—zo). This size-related phenomenon has promptecl a revision to the CAPM, which

includes a size premium. Chapter 4 presents this modified CAPM theory and its application in more

detail.

This phenomenon can also be viewed graphically, as depicted in the Graph 2-z. The security

market line is based on the pure CAPM without adjustment for the size premium Based on the risk

(or beta) of a security, the expected return lies on the security market line. However, the actual historic

returns for the smaller dec(les of the NYSE/AMEX/NASDAQ lie above the line, indicating that these

deciles have had returns in excess of that which is appropriate for their systematic risk.

z, The equity risk premium is estimated by the St-year arithmetic mean return on large company stocks, tz. sq percent, less

the gz-year arithmetic mean incoine-return component of zo-year government bonds as the historical dtskless rate, in this

case 5.z,t percent. (]t is appropriate, however, to match the maturity, or duration, of the riskless asset with the investment

horizon. ) See Chapter 6 for mote detail on equiry risk premium estimarion.

3 Historical betas were calculated using a simple regression of the monthly pordofio (derile) total returns in excess of the

to-day U.S.Treasury bi(i total returns versus the sera Soo total returns in excess of the go-day U.S.Treasury bitt,
January toz6-December zoo6. See Chapter 6 for more derail on beta esrimadon.
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Table 7-5

Long-Terfn if turns in Excess oi CAPM Estimation for ffecife Portfolios of the ftfYSE/AMEX/MASDAQ

lg?6-2006

Decile

I-Largest

2

8

9

10-Smallest

Mid-Cap, 3-5

Lovv Cap, 6-8

Micro-Cap, 9-10

Beta'

0 91

1 04

1 '10

113
116

1 'IB

1 23

128
1 34

1.41

112
' 22
'

36

Arithmetic
fifteen

Return

11 35'/0

13 25%

13.85%

14 28%

14 92%

15.33%
15 63'/0

16.61%

17 48%

21 57%

14 15'VD

15 67%

18 77%

Realized
Return in

Excess of
Riskless Rate'

6.13%

8 04%

8 64V.

9 DZ'/0

9.71%

10.11%

10 42/o

11.39%

f 2.27%

16.36%

8.94%

1D 46%

13 56%

Estimated
Return in

Excess of
Riskless Relet

6.49%

7.39Vx

Z.f)2%

8 04%

8 i!6%

8.45%

8.80'ro

9.'I2%

9!r7%

10 09%

7!17%

8 70'%

9.li8%

Size Premium

fReturn in

Excess of

CAPlN)

-0.36%

0.65'/0

0 81%

1 03%

1 45%

'1.67 Vo

1 62%

2 28%

2.70%

6 27%

0.97%

1 Zfi'/0

3 BBVo

'Betas are estimated from rnonthfy portfobo total returns in excess of the 30-day U S Treasury bill total return versus the SfkP 500 total returns

in excess of the 30-day U S Treasury biff. January 1926-December 2006

i)icterical nskfess rate is measured by the 81-year arithmetic mean income return component of 20-year government bonds [5.21 percent)

tCalcufated in tf e context of the CAPM by multiplying the equity risk premium by beta The equity risk premium is estimated by the arithmetic

mean total return of the SBP 500 (12 34 percent) minus the arithmetic mean income return coraponent of 20-year government bonds

l5.21 percent) fram 1926-2006

Graph Z-Z

SecuritY Market Line versus Size-Decile Portr'olios of the 1)fYSE/AMEX/MASOAQ

1926-2006

25

20

10
+

15

10

E

&t

5 =
Riskless Rate

6
567+5 li

2 @+
1

SLfrp 500

0.0
T

0.2 0 4 0.6 0.8 1.0 1 2 1.4 1.6

Beta Source: Center for Research in Security Prices, University of Chicago Idecile data)
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Further Analysis of the 10th Decile

The size premia presented thus far do a great deal to explain the return due solely to size in publicly
traded companies. However, by splitting the xoth decile into two size groupings we can get a closer look
at the smallest companies. This magnification of the smallest companies will demonstrate whether the
company size to size prernia relationship continues to hold true.

As previously discussed, the method for determining the size groupings for size premia analysis
was to take the stocks traded on the NYSE and break them up into xn deciles, after which stocks
traded on the AMEX and NASDAQ were allocated into the same size groupings. This same method-
ology was used to split the xoth decile into two parts: xoa and xob, with xob being the smaller of the
two. This is equivalent to breaking the stocks down into zo size groupings, with portfolios x9 and zo
representing xoa and xob.

Table 7-7 shows that the pattern continues; as companies get smaller their size premium increases.
There is a noticeable increase in size premium from xoa to xob, which can also be demonstrated
visually in Graph 7-&. This can be useful in valuing companies that are extremely small. Table 7-6
presents the size, composition, and breakpoints of deciles xoa and xob. First, the recent number of com-
panies and total decile market capitalization are presented. Then the largest company and its market
capitalization are presented.

Breaking the smallest decile down lowers the significance of the results compared to results for the
xoth decile taken as a whole, however. The same holds true for comparing the xoth decile with the
Micro-Cap aggregation of the 9th and xoth deciles. The more stocks included in a sample the more
significance can be placed on the results. While this is not as much of a factor with the recent years of
data, these size premia are constructed with data back to x9z6. By breaking the xoth decile down into
smaller components we have cut the number of stocks included in each grouping. The change over time
of the number of stocks included in the xoth decile for the NYSE/AMEX/NASDAQ is presented in Table
7-8. With fewer stocks included in the analysis early on, there is a strong possibility that just a few
stocks can dominate the returns for those early years.

While the number of companies included in the xoth decile for the early years of our analysis is

low, it is not too low to still draw meaningful results even when broken down into subdivisions xoa and
x ob. AII things considered, size premia developed for deciles xoa and xob are significant and can be used
in cost of capital analysis. These size premia should greatly enhance the development of cost of capital
analysis for very small companies.

Table /-6

Size-Decile Portfohos 'l0e and 10h of the NYSE/AMEX/NASDAQ,

Largest Company and tts Market Capitalization
September 30, 2006

Deciie

10a

10b

Recent Number
of Companies

1,237

Recent Decite
Market Capitalization

(in thousands)

124,269,473

103,630,389

Market Capitalization
of Largest Company

lin tboosandsl

314,433

173,439

Company
Name

M & F Worldwide Corp

Breat Lakes Bancorp Inc New

Note These numbers may not aggregate to equaf decile 10 figures
Saurce' Center for Research in Security Prices, University of Chicago
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Table 7-7

Long-Term Returns in Excess of CAPM Estiinetton (or Deciile Pororoiios of the fklYSE/AMEX/MASDAD„

with 10th Decile Split
1926—2006

1-Largest

2

6

7

8

9

10a

10b-Smallesl

Mid-Cap, 3-5

Lavv-cap, 6-8

Micra-Cap, 9-10

Beta*

0 91

1 D4

1 10

113
1 16

118
1 23

128
1 34

1 43

1 39

112
1 22

1.36

Arithmetic
Mean

Reiurn

11.35'/o

'l3. 25'%%d

13 85'/o

14 28%

14 92%%uo

15 33,o
15 63%%uo

16 61%
17 48%

19 '74%

24. /8%

14 15'/

15 67%%uo

'I 8.77%%uo

Realized
Return in

Excess of

Riskless Rate

6.13%

8.04%

8 64%

9 07'/o

9.71%%uo

10 11%

10 42%

11 39'/o

12.27%

14.53%v

19.57%

8.94'/o

10,46%%uo

13 56 ok

Estimated
Return in

Excess of

Riskless Rater

6 49'k

7 39%

7.82%

8.04%

8.26%o

8.45%

8 80%

9. 1:2%%uo

9 5 7'k

1 0.17%

9 Big%

7.97%

8 70%%uo

9.68%o

Size Premium
(Return in
Excess of

CAPM(

-0.36%%uo

0 65%

0 8 1'/o

1.039o

1.45%

1 67%

1 62%

2.28%

2 7D%

4.35%

9 68'/o

0.97'k

1 76%

3.88%

"Betas are estimated from monthly portfolio total returns in excess of the 30-day U S Tieasury bill total return versus the S(kP 500 total returns

in excess of the 30-day LI S Treasury bill, January 1926—December 2006.

* Historical riskless rate is measured by the 81 year arithmetic mean income rerum component of 20-year government bonds (5.21 percent(

t Calculated in the context of the CAPM by multiplying the equity risk premium by beta. The equity risk premium is estimated by the arithmetic

mean lOtal return of the S fkP 500 f1 2 34 percent( minus the arithmetic mean income return component of 20year government bonds

l5.21 percent( from 1926-2006

Graph 7-3

Security Market Line versus Size-Decge Portfolios of the h(VSE/AIWEX/ft(ASDAQ, with 10th Declle Split

1926-2006

30

10b

20

15

oo

E 10

10a

8

,4~5+6 7'
2~ SflrP500

Risjc(ess Rate

0.0 0 2 0 4

Beta

'1 I

0 6 0.8 1.0 1.2 1.4 1.6

Source' Center lar Research in Security Prices. University af Chicago (decile data(

Mornir. gstar, Inc. 139
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Table 7-8

Historical Number of Companies for MYSE/AMEX/NASDAQ Decife 10

Sept.

1926

1930

194D

195D

1960

1970

198D

1990

20DO

2005

2D06

hfumber of Companies

52'

72

78

100

109

865

685

1,814

1,927

1,746

1,744

'ihe fewest number of companies was 49 in March, f926

Source: Center for Research in Security Prices, University of Cl icago.

Alternative Methods of Calculating the Size Premia

The size premia estimation method presented above makes several assumptions with respect to the

market benchmark and the measurement of beta. The impact of these assumptions can best be examined

by looking at some alternatives. In this section we will examine the impact on the size premia of using a

different market benchmark for estimating the equity risk premia and beta. We wiH also examine the

effect on the size premia study of using sum beta or an annual beta. '

Changing the ttftarket Benchmark

In the original size premia study, the stirp Ioo is used as the market benchmark in the calculation of the

realized historical equity risk premium and of each size group's beta. The NYSE total value-weighted

index is a common alternative market benchmark used to calculate beta. Table 7-9 uses this market

benchmark in the calculation of beta. In order to isolate the size effect, we require an equity risk

premium based on a large company stock benchmark. The NYSE deciles z-z large company index

offers a mutually exclusive set of portfolios for the analysis of the srnaHer company groups: mid-cap

deciles g
—g, low-cap deciles 6—8, and micro-cap deciles 9-zo, The size premia analyses using these

benchmarks are summarized in Table 7-9 and depicted graphically in Graph 7-4.

For the entire period analyzed, z9z6—zoo6, the betas obtained using the NYSE total value-

weighted index are higher than those obtained using the sarp 5oo. Since smaller companies had

higher betas using the NYSE benchmark, one would expect the size premia to shrink. However, as was

iHustrated in Chapter 5, the equity risk premium calculated using the NYSE deciles t-z benchmark

results in a value of 6.47, as opposed to 7.r3 when using the satp 5oo. The effect of the higher betas

and lower equity risk premium cancel each other out, and the resulting size premia in Table 7-9 are

slightly higher than those resulting from the original study,

4 Sum beta is the merhod of beta estimation described in Chapter 6 that was developed to better account for the lagged

reaction of small stocks to market movemems The sum beta methodology was developed for rhe same reason that the

size pretnra were developed; small company beras were too smag to account for all of rheir excess returns.
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Utilities
The utihties rating methodology encompasses two basic

components: business risk analysis and Anancial analysis.
Evaluation of industry characteristics, the ut}Bty's position
within that Industry, its regulation, and its management
provides the context for assessing a Arm's Anandal condi-
Uon.

Historical analysis is a tool for identify}ng strengths and
weaknesses, and provides a starUng po}nt for evaluating
Anandal condiuon. Business position assessment is the
qualitative measure of a ut}Hty's fundamental creditwor-
thiness. lt focuses on the forces that will shape the uUHUes'

future.
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The credit analysis of ut}BUes fs quickly evolving, as
ut}Btles are treated less as regulated monopoBes and more
as enutles faced with a host ofchallengers In a competitive
environment. Marketplace dynamics are supplanting the
power of regulation, making it critically important to re-
duce costs and/or market new services in order to thwart
competitors' inroads.

Markets and service area economy
Assessing service terd tory begins w}th the economic and

demographic evaluation of the area in which the ut}Bty has
Its I'ranch}se. Strength of long-term demand for the product
is exandned from a macroeconomlc perspective. This en-
ables Standard & Poor's to evaluate the a}fordab}Bty of
rates and the staying power of demand.

Standard & Poor's tries to discern any secular consump-
Uon trends and, more importantly, the reasons for them.
Spec}Ac items examined }ndude the s}ze and growth rate
of the market, strength of the franchise, historical and
projected sales growth, income levels and trends in popu-
lation, employment, and per capita income. A utiuty with
a healthy economy and customer base —as illustrated by
diverse employment opportunities, average or above-av-

erage wealth and income statisdcs, and low unemploy-

ment —will have a greater capadty to support its opera-
Uons

For electric and gas ut}Btles, dlstdbutlon by customer
class Is scruun}zed to assess the depth and diversity of the
ut}Bty's customer mix. For examp}e, heavy industrial con-
centraUon ls viewed cautiously, s}nce a uUBty may have
sign}Acant exposure to cycBcal volat}B}y.AlternaUvely. a
large residendal component yields a stab}e and more pre-
dictable revenue stream The largest utIHty customers are
ident}Aed to determine their importance to the bottom Hne
and assess the risk of the}r loss and potential adverse effect
on the utQ}ty's finandal position. Credit concerns ar}se
when Individual customers represent more than 596 of
revenues. The company or industry may play a s}gn}Acant
role in the overaB economic base of the service area. More-
over, large customers may turn to cogenerauon or alterna-
tive power suppBes to meet their energy needs. potent}agy
leading to reduced cash flow for the ut}Bty (even in cases
where a large customer pays discounted rates and Is not a
progt able account for the uUBty). Customer concentration
Is less s}gn}Acant for water and telecommunicauon utlH-

ties.

Competitive position
As competitive pressures have Irttens}Aed in the uUBties

industry. Standard & Poor's analysis bas deepened to in-
clude a more thorough review of compedtlve position.

Electric uti}i}y competition

For electric utlHtles, competitive factors exam}ned }n-
dude: percentage ofArm wholesale revenues that are most
vu}nerab}e to compeutlott; industdal load concentration;
exposure of key customers to alternaUve suppBers; com-
merda} concentraUonr, rates for various customer dasses:
rate design and QexlbA}ty; production costs, both marginal
and Axed; the regional capadty situation; and Iransmfsslon
constraints. A regional focus h evident, but high costs and
rates relauve to national averages are also of sigrdgcant
concern because of the potential for electridty substitutes
over time.

Mounting compeUUon in the electric utlBty industry
derives from excess generating capadty, lower barriers to
entering the electric generating business, and marginal
costs that are below embedded costs. Standard & Poor's
has already witnessed dedin}ng prices in wholesale mar-

kets, as de facto retail competition Is already being seen in
severa1 parts of the country. Standard & Poor's beHeves
that over the coming years more and more customers wIB
want and demand }ower prices. }nit}a}concerns focus on
the largest industrie} loads, but other customer classes will

be increasing}y vulnerable. Competluon w}Bnot necessar-
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ily be driven by legislation. Other pressures will adse I'rom

global competition and improving technologies, whether
it be the decHnlng cost of incremental generation or ad-
vances in transmission capacity or subsutute energy
sources like the fuel ceH. It Is impossible to say predsely
when wide-open retafl compeUtion w}H occur; this w}H be
evolutionary. However, significanfiy greater competition
in retafl markets is inevitable.

Gaa utility competition
Similarly, gas ut}Ht}es are analyzed with regard to their

competitive standing in the three major areas of demand:
residential, commerdal. and industriaL Although regu-
lated as holders of monopoly power, natural gas ut}Htles
have for some time been actively competing for energy
market. share with fuel ofl, electricity, roe},solar, wood, etc.
The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fart, as the e)eric
ut}Hty Jndustry restnrctures and reduces costs, electric
power wfil become more cost competitive and threaten
certain gas markets. In addition, independent gas market-
ers have made greater inroads behind the dty gate and are
competing for large gas users. Moreover, the recent trend

by state regulators to unbundle uUHty services is creating
opportunities for outsiders to market niche products. Dis-
tributors stfl) have the upper hand, but those who do not
reduce and control costs, and thr&s rates, could flnd com-
petition even more d}fl)cu)L

Natural gas pipeHnes are judged to rarry a somewhat
h}gher business r}sk than distribution companJes because
they face compeution in every one of the}r markets. To the
extent a pipe!Jne serves utilities versus industrial end users,
Jts stabiHty is greater. Over the next five years, pipeflne
competition wfll heat up since many service contracts with
customers are expiring. Most distributor or end-use cus-
tomers are looking to reduce p}peflne costs and are work-

ing to improve their load factor to do so. Thus, pipe)ines
will Hkely find it difficult to recontract afl capadty in
coming years. Being the pipeline of choice is a function of
attractive transportaUon rates. diversity and quaHty of
services provided. and capacity available in each parUcular
market. )n aH cases though, periodic discounting of rates
to retain customers wfll occur and put pressure on proflt-
abflity.

Water utility competition

As the last trr&e utfllty monopoly, water ut}Htles face very
Httle competition and there is currently no challenge to the

cont}nuaUon of franchise areas. The only excepuons have
been cases where investor-owned water companies have
been subject to condemnation and mun}dpaHzatlon be-

cause of poor service or political motivauons. In that re-

gard, Standard & Poor's pays dose attention to costs and
rates in relation to neighboring uUHties and national aver-
ages. {Incontrast, the privat}zation of pubflcwater Jacfl}Ues
has begun, albeit at a slower pace than anticipated. Th}s is
orcurrlng mostly in the form of operating contracts and
pubHc/private partnerships, and not in asset transfers.
Th}s trend should continue as cities look for ways to bal-

ance the}r tight budgets. ) Also, water utfllues are not fuHy
immune to the forces of compet}Uon; in a few instances
wholesale customers can access more than one supplier.

Teiephone competition
The Telecommrrnications Act of )996 accelerates the con-

tinuing challenge to the local exchange compardes' {LECs)
century-old monopoly ln the local loop. Compeutive ac-
cess providers (CAPs), both fadHtles-based and reseflers,
are aggressively pursuing customers. generally targeung
metropofltan areas, and promising lower rates and better
service.

Most long-distance cafls are still originated and terrni-
nated on the )ocal telephone company network. To com-
plete such a call. the long-distance provider {includ}ng
AT&T, MCI, Sprint and a host of smaller interexchange
carriers or "IXCs ) must pay the local telephone company
a steep "access" fee to compensate the )ocal phone com-
pany for the use of its )oral network. CAPs, in contrast,
bufld or iease facifltles that directly connect customers to
their long-distance carrier, bypassing the Jacal telephone
company and avoiding access fees, and thereby can offer
lower long-d}stanre rates. But the LECs are not standing
st}H; they are combating the Joss of business to CAPs by
lowering access fees, thereby redudng the economic incen-
tive for a high usage long-dlt tance customer to use a CAP.
LECs are attempUng to make up for the loss of revenues
from lower access fees by increasing basic local service
rates {orat least not lowering them), since basic service is
far less subject to competition. LECs are improving oper-
ating efflciency and marketing h}gh margin. value-added
new services. Add}uonafly. Jn the wake of the Telecommu-
nications Act. LECs will capture at least some of the inter-
LATA long-distance market. As a result of these initiatives,
LECs continue to rebufld themselves —from the trarfltlonal
utflity monopoly to leaner. more marketing oriented or-
ganizaUons.

While LECw, and indeed aH segments of the telecommu-
nications sector, face increasing compeUUon, there are fa-
vorable industry factors that tend to offset heightened
business risk and auger for overall ratings stab}Hty for most
LECs. Importantly, telecommunlcat}ons is a decHnlng-cost
business, With Increased deployment of fiber optics, the
cost of transport has fallen dramaUcafly and digita) switch-
}ng hardware and soRware have yielded more capable,
trouble-free and cost-ef)lcient networks. As a result, the
cost ofnetwork maintenance has dropped sharply, as Illus-
trated by the rauo of employees per 10,000 access Hnes, an
oR dted measurement of effidency. Rauos as low as 25
employees per 10.000 Hnes are being seen. down from the
typical 40 or more employees per 10,000 ratio of only a few
years ago.

In addition, networks are far more rapable. They are
increasingly digitaHy switched and able to accommodate
high-speed communications. The infrastructure needed to
accommodate switched broadband services wfli be buflt
into telephone networks over the next. few years. These
advanced networks will enable telephone companies to
look to a greater variety of high-margin, value-added serv-
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lees. In addition to those current services such as call
wa)Ung or caller ID. the delivery of hundreds of broadcast
and interactive video channels wfll be possible. While these
services olfer the potential of new revenue streams. they
wifl simu)taneously present a formidable chaflenge. LECs
wiH be entering the new (to them) arena of multimedia
entertainment and wfll have to develop expertise in mar-

keting and entertainment programming acumen: such
skills stand In sharp contrast to LECs' traditional strengths
in engineering and customer service.

Operations
Standard & Poor's focuses on the nature of operations

from the perspective of cost, reBabiflty, and quafity of
service. Here, emphas)s is placed on those areas that re-

quire management attention in terms of Ume or money and

which, If unresolved. may lead to polf Uca, regulatory, or
competitive problems.

Operations of electric utilities

For electrics, the status of utflity plant investment Is

reviewed with regard to generating plant avaflabiflty and
utflizaUon, and also for compfiance wflh existing and con-
templated environmental and other regulatory standards.
The record of plant outages, equivalent avaflabifity, )oad
factors, heat rates, and capacity factors are examined. Also
important Is effidency, as defined by total megawatt hour

per employee and customers per employee. Transmission
interconnections are evaluated in terms of the number of
utilities to wh)ch the uUBty In question has access, the cost
structures and avaflable generating capad ty of these other
ut)BUes, and the price pa)d for wholesale power.

Because of mounting competition and the substantial
escalaUon In decommissioning estimates, s)gn)f)cant
weight is given to the operation of nuclear fac8itles. Nu-
clear plants are becoming more vulnerable to high produc-
tion costs that make their rates uneconomic. Significant
asset concentration may expose the utiflty to poor perform-
ance. unscheduled outages or premature shutdowns. and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear FaciBties tend to represent significant portions of
their operators' generaUng capabifity and assets. The loss
of a productive nudear unit from both power supply and
rate base can interrupt the revenue stream and create sub-
stantial additional costs for repairs and Improvements and
replacement power. The abfflty to keep these stations run-

ning smootMy and economlcaHy directly lnfluences the
ablBty to meet electr)c demand, the stabfllty of revenues
and costs, and, by extension. the abfflty to maintain ade-

quate creditworthiness. Thus, economic operation, safe

opera Uon, and long-term operation are examined in depth.
Specfl)cafly, emphasis Is placed on operation and mainte-
nance costs, busbar costs, fue) costs, refueflng outages.
forced outages, plant statistics, NRC evaluations, the po-
tential need for repairs, operating licenses, decommission-

Ing estimates and amounts held in external trusts, spent
fuel storage capacity, and management's nuclear experi-

enre. In essence, favorable nudear operations offer signif-
ican opportunities but, if a nudear unit runs poorly or not
at aH, the attendant risks can be great.

Operations of gas utilities

For gas pipefine and distribution companies. the degree
of plant utifizaUon, the physical condIUon of the mains and
Bnes. adequacy ofstorage to meet seasonal needs, lost and
unaccounted for" gas levels, and per-unit nongas operat-
ing and construcUon costs are important factors. Effidency
statistics such as load fartor, operaUng costs per customer,
and operating income per employee are also evaluated in
comparison to other utifities and the industry as a whole.

Operations of water utilities

As a group, water utflities are continually upgrading
their physical p)ant to saUsfy regulaUons and to develop
addffional supply. Over the next derade, water systems
wifl Inrreasingly face the task of maintaining compfiance,
as drinldng water regulations change and Infrastructure
ages. G)ven that the Safe Dr)nk)ng Water Act was author-
Ized In 1974. the first generation of treatment plants buflt
to conform with these rules are almost 20 years old. Addi-
tlonafiy, because the forus during this per)or) was on sat-
isfying environmental standards, deferred maintenance of
distribution systems has been common, espedaHy in older
urban areas. The increasing cost ofsupplying treated water
argues against the high level of unaccounted for water
witnessed in the industry, Consequently, Standard &
Poor's anticipates capital plans for rebufidlng distribution
Bnes and major renewal and replacement efForts abned at
treatment plants.

Operations of telephone companies
For telephone companie. ', cost-of-service analysts fo-

cuses on plant capabifity and measures of elfidency and
quality ofservice. Plant. capabflltyis ascertained by looking
at such parameters as percentage of digitally switched
ines; fiber optic deployment, In particular in those por-
tions of the plant key to network survival; and the degree
oF broadband capadty fiber and coaxial deployment and
broadband switching capacity. Ef)dency measures in-

clude operaUng margins. the ratio of employees per 10,000
access ines, and the extent of network and operations
consofidaUon. Quafity of service encompasses examina-
tion of quantitaUve measures, such as trouble reports and
repeat service cafis, as well as an assessment of quaBtative
factors, that may indude setvlce quaBty goals mandated

by regulators

Regulation
Regulatory rate-setting actions are reviewed on a case-

by-case basis with regard to the potential effect on credit-
worthiness. Regulators' authorizing high rates of return Is
ofHt tie value unless the returns are earnable. Furthermore,
aflowing high returns based on noncash Items does not
benefl t bond holders. Also, to be viewed pos)Uvely, regula-
tory treatment should aHow consistent performance from
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period to period, given the importance of financial stabiHty
as a rating consideration.

The utflity group meets frequently with commission and
staff members, both at Standard & Poor's offlces and at
commission headquarters, demonstrating the Jmportance
Standard & Poor's places on the regulatory arena for credit
quaflty evaluation. Input from these meetings and from
review of rate orders and their impact weigh heavfly in
Standard & Poor's analysis.

Standard & Poor's does not "rate" regulatory commis-
sions. State commissions typtcafly regulate a number of
diverse industrJes, and regulatory approaches to different
types of rompanies often differ within a single regulatory
jurisdlcuon. This makes lt aff but impossible to develop
inclusive "ratings" for regulators.

Standard & Poor's evaluation of regulation also encom-
passes the administrative, judidal. and legislative proc-
esses Involved in state and federal regulaUon. These can
affect rate-setung artivitles and other aspects nf the busi-
ness. such as competitive entry. environmental and safety
rules. facility siting, and securities sales.

As the uUHty industry faces an increasingly deregulated
environment. alternatives to traditional rate-maJdng are
beconUng more cdtlcal to the ability of utlfities to eiler. -

tlvely compete, maintain earnings power. and sustain
creditor protection. Thus, Standard & Poor's focuses on
whether regulators, both state and federal, will help or
hinder uUHUes as they are exposed togreater rompetltion.
There is murh that regulators can do. from allocating costs
to more capUve customers to aOowing pricing flexibfl-

ity —and sometimes just stepping out of the way.
Under traditional rate-making. rates and earnings are

tied to the amount of invested capital and ihe cost of
capital. This can sometbnes reward companies more for
justifying costs than for containing them. Moreover, most
current regulatory poHcles do not permit utifities to be
flexible when responding to competiUve pressures of a
deregulated market. Lack of flexible tariffs for electric utiH-

ties may lure large customers to wheel rheaper power from
other sources.

In general, a regulatory jurisdiction ls viewed favorably
if it permits earning a return based on the ability to sustain
rates at compeUUve levels. In addlUon to performance-
based rewards or penalues, flexible plans could include
market-based rates, price caps, Index-based prices, and
rates premised on the value ofcustomer service. Such rates
more closely mitTor the competitive environment that utlH-

ties are confronting.

Electric industry regulation

The abflity to enter into long-term arrangements at ne-

gouated rates without having to seek regulatory approval
for each conn act ls also important ln the electric industry.
(While contracting at reduced rates constrains financia
petJ'ormance, lt lessens the potential adverse impact in the
event of retafl wheeling. Since revenue losses assodated
with this strategy are not likely to be recovered from rate-

payers, utiliUes must rontrol costs mell enough to remain

competitive if they are to sustain current levels of bond-
holder protection. )

Natural gas industry regulation

In the gas Industry, too, several state commission poH des
weigh heavfly Jn the evaluauon of regulatory support.
Examples lndude stabiHzation mechanisms to adjust reve-
nues for changes in weather or the economy, rate and
service unbundHng dedsions, revenue and cost aflocation
between sales and transportation customers. flexible In-
dustrial rates, and the general supportiveness of construc-
tion costs and gas purchases.

Water industry regulation

In all water utlflty activities, federal and state environ-
mental regulaUons ronunue to play a cdtlcal role. The
legislaUve timetable to effect. the 1966 amendments to the
Safe Ddnking Water Act of 1974 was quite aggressive. But
environmental standards-setiJng has actually slowed over
the past couple ofyears due largely to increasing sentiment
that the stringent, costly standards have not been justffled
on the basis of pubHc health. A moratorium on the prom-
ulgation of significan new envhonmental rules is antid-
pated.

Telecommunications industry regulation

Despite the advances Jn telecommunications deregula-
tion, analysis of regulation of telephone operators wfli
continue to be a key rating determinant for the foreseeable
future. The method of regulation may be either dassic
rate-based rate of return or some form of price cap mecha-
nism The most important fartor is to assess whether the
regulatory framework —no matter which type —provides
suffident financial incentive to encourage the rated com-
pany to maintain its quaHty of service and to upgrade its
plant to accommodate new services while fadng Increasing
compeUtlon from wireless operators and cable television

companies.
Where regulators do stfll set tariffs based on an author-

ized return. Standard & Poor's strives to explore with
regulators theb view of the rate-of-return components that
can materiafly impact reported versus regulatory earnings.
Spedflcally these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operaUng companies to highly supporuve pos-
tures, Standard & Poor's probes beyond the apparent regu-
latory environment to ascertain the actual Impact of
regulation on the rated company.

Managefnent
Evaluating the management of a utility is of paramount

Importance to the analytiral process since management's
abiHties and dedsions affect afl areas of a company's op-
erations. While regulation, the economy, and other outside
factors can lnfiuence results, it is ultimately the quality of
management that determines the success of a company.
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With emerging competiUon, utfihy management wfil be
more dosely scrutinized by Standard & Poor's and wlfi
become an inrreasingly critical romponent of the credit
evaluaUon. Management strategies can be the key determi-
nant in d)fferenUaUng utlfitles and in estabfishing where
compan)es Be on the business poslUon spectrum It is
imperaUve that managements be adaptable. aggressive,
and proactive if the)r utfiitles are to be viable ln the future;
this ls espedafiy Important for utiBties that are currently
uncompetfiive.

The assessment of management is accompfished through
meetings. conversations, and reviews of rompany plans. It
is based on such factors as tenure, industry expedence.
grasp of industry issues, knowledge ofcustomers and their
needs, knowledge nf compeUtots, accounting and Ananc-

ing practices. and commitment to credit quality. Manage-
ment's ability and willingness to develop workable
strategies to address their systems' needs, to dea) with the

compeUUve pressures of free market, to execute reasonable

and effective long-term plans, and to be proactive in lead-

ing the)r uUBUes into the future are assessed. Management

quaBty is also indicated by thoughtful balandng of public
and private priori Ues, a record of cred)b)Bty, and effective
commurdcatlon with the public, regulatory bodies. and the
Anandal community. Boards of directors will receive ever
more attention with respect to their role in setting appro-
priate management incentives.

With competition the watchword. Standard & Poor's
also focuses on management's efforts to enhanre financial

condition. Management ran bolster bondholder protecUon

by taldng any number of discretionary actions, such as

seffing common equity, lowering the common dividend

payout. and paying down debt. Also important for the
eledric industry wiH be creativity in entedng into strategic
afiiances and working partnerships that improve effi-

ciency, such as central dispatching I'or a number of utHIUes

or locldng up at-risk customers through long-term con-
tracts or expanded Aexible pricing agreements. Proactive
management teams wOI also seek alternatives to tradi-
tional rate-base, rate-of-return rate-making. move to adopt
higher depredation rates for generating fadlities, segment
customers by individual market preferences, and attempt
to create superior service organizations.

In general, management's abIBty to respond to mounUng

competiUon and changes in the utfiity industry in a swHI

and appropriate manner will be necessary to maintain

credit health.

Fue/, power, and water supply
Assessment of present and prospective fuel and power

supp)y ls critical to every electric utifity analysts, while

gauging the long-term natural gas supply position for gas

pipefine and distribution companies and the water re-

sources of a water utifity is equally important. There ls no
s)mfiar analytical category for telephone utfiities.

Electric utilities

For electric utifities emphasis is placed on generating

reserve margins, fuel mix, fuel contract terms, demand-
side management techniques, and purchased power ar-
rangements. The adequacy of generating margins is
examined nationaHy. regionafiy. and for each individual
company. However, the reserve margin picture is mud-
died by the impredse nature of peak-Inad growth forecast-
ing, and also supply uncertainty re)atlng to such things as
Canadian capadty avaHablfity and potential plant shut-
downs due to age, new NRC mles, add rain remedies, fuel
shortages, problems associated with nontraditional tech-
nologies, and so forth. Even apparently ample reserves
may not be what they seem Moreover, the quality of
capadty is just as important as the size of reserves. Com-
panies' reserve requirements differ, depending upon indi-
vidual operaUng character)sUcs.

Fuel diversity provides fiexibfiity in a changing environ-
ment. Supply disruptions and prire hikes can raise rates
and ignite poBtical and regulatory pressures that ulti-
mately lead to erosion ln Anandal performance. Thus, the
abiHty to alter generating sources and take advantage of
)ower cost fuels is viewed favnrab)y.

Dependence on any single fuel means exposure to that
fuel's problems: electric uUBUes that rely on ofi or gas face
the potenUal for shortages and rapid price increases; utiH-

ties that own nuclear generating facfiiUes face esca)aUng
costs for decommissioning; and coal-Ared capadty entaHs
environmental prnblems stemm)ng from concerns nver
acid rain and the greenhouse effect. "

Buying power from neighbnring utHities, quafifying fa-

ciBty projects, or independent power producers may be the
best choice for a uUHty that faces increasing electricity
demand. There has been a growing reliance on purchased
power arrangements as an alternaUve to new p)ant con-
struction. This can be an important advantage, since the
purchasing utility avoids potential construction rost over-
runs as wefi as risld ng substanUal capitaL Also, utfiiUes can
avoid the finandal dsks typical ofa multlyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased power may enhance

supply Aexlb)Hty, fuel resource diversity, and maximize
load factors. UUHties that plan to meet demand projections
wRh a portfoBo of supply-side opUons also may be better
able to adapt to future growth uncertainties. Notw)th-

standlng the benefits of purchasing, such a strategy has
risks assodated with lt. By ent. ering into a Arm long-term
purchased power contract that contains a Axed-cost com-

ponent, utfiiUes can incur substantial market. operating,
regulatory, and Anancial risks. Moreover, regulatory treat-

ment of purchased power removes any upside potential
that might help offset the risks. UUBUes are not compen-
sated through incenUve rate-making; rather, purrhased
power is recovered dofiar-I' or-dnHar as an operating ex-

pense.
To analyze the Anandal impact of purchaser) power,

Standard & Poor's first calculates the net present value of
future annua) capadty payments (discounted at)0%).Th)s
represents a potenUal debt equivalent —the off-ba)ance-
sheet obfigatlon that a utfiity incurs when it enters into a
long-term purchased power rontract. However, Standard

33
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& Poor s adds to the utfflty's balance sheet only a portion
of th}s amount, recognizing that such a contractual ar-
rangernent is not enUrely the equivalent of debt. What
percentage is added is a funcuon of Standard & Poor's
quaHtatlve analysis of the spedfic contract and the extent
to which market, operaung. and regulatory r}sks are borne
by the ut}Hty (the dsk factor). For unconditional, take-or-
pay contracts. the risk factor range is from 40%-80%, with
the average hovering around 60%. A lower risk factor is
typically ass}gned for system purchases from coal-Ared
ut}Htles and a higher risk factor is usually designated for
iinit-specific nurlear purchases. The range for take-and-

pay performance obHgauons Is between 10%-50%.

Gas utilities

For gas distr! buuon uUHtles, )ong-term supply adequacy
obv}ously is critical, but the supp)y role has become even
more important In credit analysis since the Federal Energy
Regulatory Commission's Order 636 effminated the inter-
state pipeHne merchant business. This thrust gas supply
responsib}Hties squarely on local gas distributors. Stand-
ard & Poor's has always beHeved distributor management
has the expertise and wherewithal to perform the job well,
but the risks are sign}Acant since gas costs are such a large
percentage of total ut}Hty costs. In that regard, It ls lmpor-
tantfor utfflties to get preapprovalsofsupplyplansbystate
regulators or at least keep the staff and commissioners well
informed. To minimize risks, a weH-run program would
diversify gas sources among different producers or mar-
keters. different gas basins in the U.S. and Canada. and
different pipeline routes. Also, purchase contracts should
be firm, with minimal take-or-pay provisions, and have
prices Ued to an industry Index. A modest percentage of
Axed-price gas Is not unreasonable. Contracts. whether of
gas purchases or pipegne capacity, should be Intermediate
term. Staggering contract explrauons (preferably annu-
ally) provides an opportunity to be an active market player.
A modest degree of reHance on spot purchases provkles
flexib}Hty, as does the use of market-based storage. Gas
storage and on-property gas resources such as HqueAed
naniral gas or propane air are effective peak-day and peak-
season supply management tools.

Since pipeHne companies no longer buy and seH natural
gas and are lust common carr}ers, connecUons with var}ed
reserve basins and many weHs w}th}n those basins are of
great Importance. Diversity ofsources helps offset the risks
arising from the natural production decHnes eventually
experienced by aH reserve basins and individual wells.
Moreover, such diversity can enhance a plpeffne's attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most econom}cal gas available
for their needs.

Water utilities

Nearly aH water systems throughout the U S.have ample
long-term water suppHes. Yet to gain comfort, Standard &
Poor's assesses the productJon capabH}ty of treatment
plants and the ab}Hty to pump water from underground
aqidfers in relation to the usage demands from consumers.

Hav}ng adequate treated water storage fac}HUes has be-
come important in recent years and has helped many
systems meet demands during peak summer periods. Of
interest is whether the resources are owned by the utiffiy
or purchased from other»t}HUes or local author}t}es. Chvn-

ing properUes with water rights provides more supply
security. This is espedaffy so in states like Ca)}forn}awhere
water aHocatJons are being reduced, particularly since re-
cent droughts and environmental issues have created
alarm. Since the pdmary cost for water compan}es is treat-
ment, it makes Ht tie difference whether raw water is owned
or bought. In fact, compgance with federal and state water
regulat}ons is very hJgh, and the overaH cost to deHver
treated water to consumers remains relatively affordable.

Asset concentration in the electric
utilityindustry

In the electric industry, St'indard & Poor's foffows the
operattons of maJor generating fac}Hties to assess tf they ar e
well managed or troub)ed. Signiffcant dependence on one
generating fadgty or a )arge Ananc}a) investment in a
single asset suggests high dsk. The size or magnitude of a
particular asset relative to total generation, net plant Jn
serv}ce, and common equity }sevaluated. Where substan-
Ual asset concentraUon exists. the Anandal profile of a
company may experience wide swings depending on the
asset's performance. Heavy asset concentration Is most
prevalent among ut}HUes with costly nudear units.

Earnings protection
In this category, pretax cash income coverage of aH inter-

est chargesis the primary ratio. For this calculauon. aHow-
ance for funds used during construction (AFUDC) is
removed from income and interest expense. AFUDC and
other such noncash items do not provide any prot ection for
bondholders. To identify total interest expense, the analyst
redasslfies certain operating expenses. The interest com-
ponent of various off-balance-sheet obHgatlons. such as
leases and some purrhased-power contracts, is }nduded in
interest expense. This provides the most direct indication
of a utlHty's ab}Hty to service its debt burden.

Whge considerable emphasis In assessing credff protec-
tion is p)aced on coverage ratios, this measure does not

provide the enUre earnings protection picture. Also impor-
tant are a company's earned returns on both equity and

capital. measures that highgght a firm's earnings per form-
ance. Consideration Is given to the interaction of embed-
ded costs, financial leverage, and pretax return on capital.

Capital structure
Analyzing debt leverage goes beyond the balance sheet

and covers quasi-debt items and elements of hidden f}nan-
dal leverage. Noncapita}ized leases (lnduding sale/lease-
back obHgaUons), debt guarantees, receivables Ananclng.
and purchased-power contracts are all considered debt
equivalents and are reflected as debt in calculaung capital
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structure ratios By maldng debt level adjustments. the
analyst can compare the degree of leverage used by each
utiHty company.

Furthermore, assets are examined to identify underval-
ued or overvalued items. Assets of questionable value are
discounted to more accurately evaluate asset protection.

Some firms use short-term debt as a permanent piece of
their capital structure. Short-term debt also is considered
part of permanent capital when lt is used as a bridge to
permanent flnandng. Seasonal, self-Hquidating debt ls ex-
duded from the permanent debt amount, but this situation
is rare —with the exception of certain gas utIHties. Given
the long life of almost all utIHty assets, short-term debt may
expose these companies to Interest-rate volatiflty, remar-

keting risk. bank Hne backup risk, and regulatory exposure
that cannot be readily offset. The lower cost ofshorter-term

obflgations (assuming a positively sloped yield curve) ls a

positive factor that partially mitigates the risk of interest-

rate variabiHty. As a rule of thumb, a level of short-term

debt that exceeds 1096 of total capital Is cause for concern.
Similarly, if fioating-rate debt and preferred stock con-

stitute over one-third of total debt plus preferred stock, this
level is viewed as unusually high and may be cause for
concern. It might also indicate that management Is aggres-
sive in its finandal poflcies.

A layer of preferred stock in the capital structure is
usually viewed as eq»ity —since dividends are discretion-

ary and the subordinated claim on assets provides a cush-

Ion for providers of debt capital. A preferred component

of up to 10% is typicafly viewed as a permanent wedge ln

the capital structure of utifltles. However, as rate-of-return

regulation is phased out, preferred stock may be viewed

by utiHties —as many Industrial firm would —as a tempo-

raty option for companies that are not current taxpayers
that do not benefit from the tax deductibiflty of interest.

Even now, floating-rate preferred and money market per-
petual preferred are problematic; a rise in the rate due to
deteriorating credit quality tends to Induce a company to
take out such preferred stock with debt. Structures that
convey tax deductibiflty to preferred stock have become

very popular and do generally afford such flnancings with
equity treatment.

Cash ftow adequacy
Cash flow adequacy relates to a company's abflity to

generate funds internally relative to its needs. It Is a basic
component of credit analysis because it takes cash to pay
expenses. fund capital spencflng, pay dividends, and make
interest and prindpai payments. Since both common and
preferred dividend payments are important to maintain
capital market access. Standard & Poor's looks at cash flow
measures both before and after dividends are paid.

To determine cash flow adequacy, several quantitative
relationships are examined. Emphasis Is placed on cash
flow relative to debt. debt service requirements, and capital
spending. Cash flow adequacy is evaluated with respect to
a firm's abiflty to meet all flxed rharges, indu ding capacity
payments under purchased-power contracts. Despite the
conditional nature of some contracts, the purchaser ls ob-

ligated to pay a minimum capadty charge. The ratio used
is funds from operations plus interest and capacity pay-
ments divided by interest plus capacity payments.

Financial flexibilitylcapital attraction
Financing flexibiHty incorporates a utiflty's financing

needs, plans, and alternatives, as wefl as its flexlbflity to
accompflsh Its finandng program under stress without
damaging creditworthiness. External funding capabiHty
complements Internal cash flow. Espedally since utifltles
are so capital intensive, a firrn's abiHty to tap capital mar-
kets on an ongoing basis must. be considered. Debt capacity
reflects afl the earfler elements: earrdngs protection, debt
leverage, and cash flow adequacy. Market access at reason-

able rates is restricted ifa reasonable capital suucture Is not
maintained and the company's finandal prospects dim.
The analyst also reviews Indenture restrictions and the

impact of addlfional debt on covenant tests.
Standard Ik Poor's assesses a company's capacity and

wilflngness to issue common equity. This is affected by
various factors, including the market-to-book ratio, divi-

dend poflcy, and any regulatory restrictions regarding the
composition of the capital structure.

35
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Feature Article

New Business Profile Scores Assigned for U.S. ljtitity and Power

Companies; Bnancial Guidelines Revised

tandard & Poor's Ratings Senices has assigned new

Sbusiness profile scores to tl S utility and power compa-

nies tia bitter reflect iho relative business iisk among crmi-

panies m the sector Standard & Poor's also has revised its

pubtished risk-adjusted financial guide!ines. The new busi-

ness scores and financial guidelines do not represenr a

change to Standard & Poor's ratings criteria or methodology,

and no ratings changes are anticipated from the new busi-

ness profile scores or revised financial guidelines

New Business Profile Scores and Revised

Financial Guidelines

Standard & Poor's has always monitorerl changes in the

industry and altered its business risk assessments accord-

ingly fhis is the first time sinre the 10-point business pro-

file scale for U S investoi-owned utilities was implemented

that a comprehensive assessment of the benefits and the

application rrf the methodology has been made The princi-

pal purpose was to determine if the roethodology continues

to provide meaningful differentiation of business risk. The

review indicated that while business profile scoring contin-

ues to provide analytical benefits, the complete range of the

1D-point scale was nnt being utilired to the fullest extent

Standard & Poor's has also revised the key financial guide-

lines that it uses as an integral part of evaluating the credit

qualityof US utilityand power companies These guidelines

wrve last updated in June lggg The financial guidelines for

three principal ratios {funds from operations {fFO) interest cov-

erage, FFO to total debt, and total debt to total capital) have

been broaden d so as to be more flexible Pretax interest cov-

% orcornpanim
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Chan 1
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1 2 5 8 2 8 8 18

ueo Basins. s Proriie srora
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erage as a key credit ratio was eliminated.

Finally, Standard fk Poor's has segmented the utiTity and

power indrmtry into suh-sectors based on the dominant rnr-

porate strategy that a company rs pursuing Standard 8r

Poor's has published a new U S utility and power company

ranking list that ref lerts these suh-sectors

There are numerous benefits to the reassessment Fuller

utilizalion of the entire 10-point scale provides a superior rela-

tive r nking of qualitative business risk A revision of the

financial guidelines supports the goal of not causing rating

changes from the recalihration of the business profiles

Classrgicatinn of cnmpanies by suh-sertors will ensure greater

comparability and consrstency in ratings. The use ol indusoy

segmentation will also allow more in-depth statistical analysis

ol ratings distnbuhons and rating changes

The reassessment does not represent a change to

Standard 8r Poor's criteria or methodology for determining

ratings ior utility and power companies. Each business pro-

file score should be considered as the assignment of a new

score, these scores do not represent improvement or deteri-

oration in our assessment of an individual company's busi-

ness risk relative to the previously assigned score. The

financial guidelines continue to be rfsx-adjll Ierf basrrl on

historical utility and industrial medians Segmentation into

industry sub-sectors does not imply that specific company

characteristics will not weigh heavily into the assignment of

a rompany's business profile score

Results

Previously, 83'k nf U S utility and power business profile

scores felf between '3' and '6; which clearly does not

reflect the risk differentiation that exist. , in the ntility and

power industry today Since the 10 point scale was intro-

duced, the industry has transformed into 8 much less

homogenous industry, where the divergence of business

nsk—particularly regarding management, strategy, and

degree of competitive market exposure —has CIeated a

much wider spertrum of risk profiles Yet over the same

period, business profile scores actually converged more

tightly an)und 3 median score oi '0' The new business pro-
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tile scores, as of June 2, are shown in Chart I The overall

median business profile score is now '5'

Table I contains the revised financial guidelines It is

important to emphasize that these metrics are only guide-

lines associated with expectations for various ~ating lev-

els. Although credit ratio analysis is an important part of

the Iatings piocess, these three statistics aie by no means

the only critical financial measures that Standard & Poor's

uses in its analytical process We also analy3e a wide

array of financial ratios that do not have published guide-

lines for each rating category

Again, ratings analysis is not driven solely by thesl

financial ratios, nor has it ever been fn tact, the new finan-

cial guidelines that Standard & Poor's is incorporating for

ihe specified raring caiegvries reinforce the anelyiical

tramework whereby other tactors can outweigh the achieve.

ment of otherwise acceptable tinancial ratios These factors

include

IB Effectiveness ol liability and hquidity management,

IB AITafysls ol 0'Itmniil luflihng sources;

er Return on mvested caprtaf,

Ba The execution record of stated bus'iness srrategies,

IB Accuiacy of projected per forrr&ance versus actuat re;nrlts,

as well as lhe trend.

ra Assessment of management's financial policies and atti-

tude toward credit; and

BB Corporate governance pi actices

Charts 2 through 6 show business profile scores broken

out by industry sub-sector The tive industry sub. sectors are

IB Transmission and distribution —Vl/ater, gas, and electric,

BI Transmission only —Electric, gas, anrf other,

Br Integiaied eicctiic, gas, and combination utilities,

Bt Diversified energy and diversified nonenergy, and

m Energy merchant/power developer/trading and marketing

Coiripailies.

The average business profile scores for transmission and

distribution companies and transmission-only companies are

lower on the scale than the previous averages, while the aver-

age business profile scores for integrated utilities, diversified

energy, and energy irroichants and developers Bie higher

o oi cumpanies

35-
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See pages 16 to 19 for the company ranking list of busi-

ness profile scores segmented by industry sub-sector and

ranked in order of credit rating, outlook, business profile

score, and relative strength

Business Profile Score Pllethodology

Standard Br Poor's methodology of determining corporate

utility business risk is anchored in the assessment of certain

specific characteristics that define the sector. We assign

business profile scores to each of the rated companies in the

utility and povver sector on a 10-point scale, where "I' repre.

sents the lowest risk and "ID' the highest risk. Business pro-

file scores are assigned to all rated utility and power cornpa-

nies, whether they are holding companies, subsidiaries, or

stand-alone corporations For operating subsidiaries and

stand-alone companies, the score is a bottom-up assess-

ment Scores for families of companies are a composite of

the operatino subsidiaries' scores. The actual rredit rating of

a company is analyzed, in part, by comparing the business

profile score with the risk-adlusted financial guidelines

For most companies, business profile scores are

assessed using five categories; specifically, regulation. mar-

kets, operations, competitiveness, and management The

emphasis placed on each category may be influenced by the

Table 1

Revised Financial Guidelines

Funds from opcradoos/interest

Business Profile

I 3
2

3 45
4 5

5 55
6 o

7 8
8 ID

9
10

coverage (xl

AA

25
3

35
42
45
52
65
75

A

25 15
3 2

3 5 7.5
4 2 3.5
4 5 3 6

5 2 4 2
6 5 a 5
7 5 5 5

ID 7

11 8

15
7

2.5
35
36
42
4.5
55

/

8

BBB
I

I

15
2.5
28

3
32
35

4

5

15
2.5
28

3

32
35

a

5

BB

I

15
1.8

2
2.2
7.5
28

3

Funds from operation/total debt f'/i)

Business Profge AA

I 20

2 25

3 30
35

5 40
6 45
7 55
8 70
9
10

15
20
25
28
30
35
45
55

A

15 10
20 12
25 15
28 ZD

3D 22
35 28
45 30
55 40
65 45
70 55

10
12

15
20
22

28
30
40
45
55

BBB
5
8

10
12

15
18
20
25

30
4D

10
12

15
18

20
25

30
40

BB

5
8

ID

12

15
15
20
25

48

45
42

38
35
32
3D

25

Total debt/total capital ('/Ol

Business Profile

I

2
3
4
5
6
7
8
9
10

55
52
50
45
47
40
38
35

55 60
52 58
50 55
45 52
42 50
40 48

38 45
35 42

32 40
25 35

BBB
60 70
58 68
55 65
52 62

50 60

48 58

45 55
42 52
40 50

35 48

65

62

60

58

55
52

50
48

?0
68
65
62
60
58
55
52
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dominant strategy of the company or other factors For

example, for a regulated transmission and distribution com-

pany, regulation may account for 30% to 40% of the busi-

ness profile score because regulation can be the single-

most important credit driver fm this type of company

Conversely, competition, which may not exist for a transmis-

sion and distribution company, would provide a much lower

proportion {eg, 5% to 15%)of the business profile score

For certain types of compames, such as power genera-

tors, power developers, oil and gas exploration and produc-

tion companies, or nonenergy-related holdings, where these

five components may not be appropriate, Standard Bt Poor's

will use other, more appropriate methodologies. Some of

these companies are assigned business profile scores that

are useful only for relative ranking purposes.

As noted above, the business profile score for a parent

or holding company is a composite of the business profile

scores ol its individual subsidiary companies Again,

Standard fk Poor's does not apply rigid guidelines for deter-

mining the pmportion or weighting that each subsidiary rep-

resents in the overall business profile score. Instead, it is

determmed based on a number of factms Standard Bi Poor's

will analyze each subsidiary's contribution to FFO, forecast

capital expenditures, liquidity requirements, and other para

meters, including the extent to which one subsidiary has

higher gmwth The weighting is determined case-by-case. rx
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PROXY GROUP OF EIGHT ALIS UTILITY REPORTS WAT R COMPANIES

CAPITALIZATIOI" AND FINANCIAL STATISTICS (1)
2002 - 2006 INCL SIVE

APITA IZATION STATISTIC

2006 2005 2004
(MILLIONS OF DOLLARSI

003 2002

AM UNT F APITA MP YED
TOTAL PERMANENT CAPITAL

SHORT-TERM DEBT
TOTAL CAPITAL EMPLOYED

$532.756
~2.725

$478.132
$23.094

$446. 177
~197 4

$400.276
$?5,263

$348.252
$2B.644

INDICATED AVERAG API A COST ATE 2

TOTAL DEBT
PREFERRED STOCK

CAPITAL STR T RE RA IO

BASED ON TOTAL PERMANENT CAPITAL.

LONG-TERM DEBT
PREFERRED STOCK
COMMON EQUITY

TOTAL

6.32 %
5.12

48 72 '/0

0.32
50.96

615 %
5.05

50.93 %
0.36

48.71

6, 18 %
4.79

50.26 %
0.39

49 35
o/

630 %
411

50.81 '/o

0.46
48.73

654 %
5.52

50.65 %
0,51

48.84

5 YEAR
AVERAGE

5027 %
0.41

4~9.3

BASED ON TOTAL CAPITAL.
TOTAL DEBT, INCLUDING SHORT-TERM
PREFERRED STOCK
COMMON EQUITY

TOTAL

5020 %
0,32

49.48

52.45 %
0.35

47.20~ 'k

52.01
0.38

47.61~ '/

5382 %
0.43

45, 75

53.62 %
0 47

~45 91

52.42 %
0,39

47.19

FiNANCiA' STATi Ti

FINAN IA Tl S ~ MARK D

EARNINGS / PRICE RATIO
MARKET / AVERAGE BOOK RATIO

DIVIDEND YIELD
DIVIDEND PAYOUT RATIO

RATE OF RETURN ON A BOOK M ITY

FUNDS FROM OPERATIONS /TOTAL DEBT 4

TOTAL DEBT / TOTAL CAPITAL

FUNDS FR M OPERATIONS / INTER ST COV G 3

3.85 %o

268,90
2.60

71.58

1013 %

405 X

18.91

5020 %

4,13 %
250.20

2.86
70.53

9.99 %

402 X

18 16 '/o

5245 %

4.57 %
227.38

3.35
70.70

10 13 ok

4.22 X

19 60 o/

52.01

434%
227 15

3.28
80.68

g5g %

3.81 X

16 97 %

53.82 %

4.93 '/o

220.24
3,53

72 48

10 56 /0

3.61 X

16 43 ok

5362 %

4,36 %
238.77

3.12
73,19

10.08 ok

3.94 X

18.01 'k

52.42 %

D O0 ITI
BI C7 X

CCI
CD ID CF'

U
'

See Page 2 for noies.
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Notes:

Prox Grou of Ei ht AUS Utili Re orts Water Com anies
Capitalization and Financial Statistics

2002-2006 Inclusive

(1) All capitalization and financial statistics for the group are the arithmetic average of the achieved results
for each individual company in the group, and are based upon financial statements as originally reported
in each year.

(2) Computed by relating actual total debt interest or preferred stock dividends booked to average of
beginning and ending total debt or preferred stock reported to be outstanding.

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and
investment tax credits, less total AFUDC) plus interest charges divided by interest charges.

(4) Funds from operations (as defined in Note 3) as a percentage of total debt.

Selection Criteria.

The basis of selection was to include those water companies: 1) which are included in the Water Company

Group of AUS Utility Reports (July 2007); 2) which have Value Line (Standard Edition) five-year EPS growth rate

projections or Reuters consensus five-year EPS growth rate projections; and 3) which have more than 70% of their

2006 operating revenues derived from water operations.

The following eight water companies met the above criteria

American States Water Co.
Aqua America, Inc.
Artesian Resources, inc.
California Water Service Group
Connecticut Water Service inc.
Middlesex Water Co.
SJW Corporation
York Water Co.

Source of Information: Standard 8 Poor's Compustat Services, Inc. , PC Plus l Research
Insight Database

EDGAR Online's I-Metrics Database
Company Annual Forms 10K



Exhibit IAIo

Schedule PMA-3
Page 3 of 3

Capital Structure Based upon Total Permanent Capitai for
the Proxy Group of Eight AUS Utility Reports Water Companies

for the Years 2002 throu h 2006

'006 2005 2004 2003 2002
5 YEAR

AVERAGE

American States Water Co
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

48 61 0/o

000
51.39

100.00 '/0

5046 '/

0 00
49.54

100.00 '/0

47 75 %0

000
52 25

100 00 '/

52 D5 '/0

000
47 95

100.00 '/o

5340 '/o

000
46.60

100.00 /0

5045 0/o

0 00
49.55

100.00 '/o

A~A
Lang-Term Debt
Preterred Stock
Common Equity

Total Capital

AA l R ~C
Long-Term Debt
Preferred Stock
Common Equity

Tolal Capital

California Water Servic~eGrou
Long-Term Debt
Preterred Stock
Common Equity

Total Capital

51 56 '/o

0 09
48.35

10000 '/

59 92 ok

0 00
40.08

100 00 o/o

44 58 0/o

Q 50
54.92

100 00 '/0

52 61 /o

0 09
47.30

IDQ. OO '/o

6 1 58 '/o

0 00
38.42

100.DD /o

48 07 o/o

061
51.32

100 00 '/0

52 72 '/0

008
47.20

100 00 0/,

60 30 ok

0 00
39.70

too.oa /.

4866 /.
061

50.73
100 00 '/o

52 76 '/o

007
47.1T

100 00 '/

60 47 0/o

0 07
39.46

100 00 /o

52 41 '/0

0 67
46 92

IPP PP '/0

55 58 /o

0 06
44.36

100.00 '/0

55 62 '/o

0.17
44 21

100.00 '%%d

55 36 o/o

077
43.87

100.00 !o

53 05 'Io

008
46.88

100 Da '/0

59 58 0/0

005
40.37

100.00 '/0

49 82 '/0

063
49.55

100 00 '/

Connecticut Water Service Inc.
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

44 44 '/

0 44
55. 12

1()D 00 'I

45 65 '/

049
53.86

100.00 '/o

42 93 o/0

054
56.53

100.00 0/o

43 58 o/o

0 57
55 85

100.00 /o

44 57 !.
0 58

54.85
IOO. OO '/.

44 23 %
052

55.24
100.00 '/0

addi dd~!0
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

SJW CorJ.
Long-Term Debt
Preferred Stock
Common Erluity

Total Capital

49 98 '/

1 49
48.53

100.DD '/0

41 83 oi,

001
58.16

100.00 'k

55 68 '/o

1 70
42.62

100.00 /o

42 63 0/o

002
57.35

100.00 k

53 99 o'o

I 88
44. 13

IPP PP '/o

43 77 'Io

0 D4

56.19
100.00 /o

54 05 '/0

2 23
43.72

lap. aa '/0

45 64 /o

005
54.31

100.00 '/o

52 24 '/0

241
45.35

100.00 '/0

4172 '/0

007
58 21

100.00 '%%d

53 19 '/0

1 94
44.87

100.00 '/o

43 12 '/0

0 04
56.84

100.00 %

York Water Co
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

48 82 '/o

0 pa
51.18

100 OD o/

5a71 /
0.00

49.29
lao.oo /.

5194 %
0 00

48.06
100.00 0/0

45 53 '/o

0 00
54.47

100 00 /0

46 76 0/o

000
53.24

100.00 '/o

48 75 0/0

0 Do
51 25

100 00 '/o

Proxy Group of Eight AUS
Cdd R A do~la
Long-Term Debi
Preferred Stock
Common Equity

Total Capital

48 72 '/

0 32
50.96

100.00 '/0

50 93 '/0

0.36
48.71

100 00 'I

5P 26 0/

0 39
49.35

100.00 '/o

50 81 '/o

Di 46
48, 73

100.0D '/0

50 65 0/o

0 51
48.84

100.00 %0

50 27 '/o

041
49 32

100.00 '/o

Source of Information Standard 8 Poor's Compustat Services, Inc, PC Plus l Research Insight Data Base
Company Annual Forms 10-K



PROXY GROUP OF FOLIR VALUE STAN ARD EDITION INE WATER COMPANIES

CAPITALIZATION AND FINANCIAL STATISTICS (I)
"002 ?006 INCLUSIVE

a~o
2006 2005 2004 "003

(MILLIONS OF DOLLARS)
2002

AMOL'NT Q APITAL EMPL Y D

TOTAL PERMANENT CAPITAL

SHORT-TERM DEBT
TOTAL CAPITAL EMPLOYED

$860.957
$37 796~7

$773 683
$41 37t)

~5
$719 252~9 $628.903

~39 8

$541 882
$46 623

~58

INDICATED AVERAGE APITA ST RAT )
TOTAL DEBT
PREFERRED STOCK

CAPITA STRU 7 R RATI

BASED ON TOTAL PERMANENT CAPITAL.

LONG-TERM DEBT
PREFERRED STOCK
COMMON EQUITY

TOTAL

665 %
4.8'I

47 r5%
0, 19

52.66

639 %
4.27

49,45 %
0.22

50.33
~00

628 %
3 38

49.42 "
0 24

50,34~0 %

6,36 %
2 63

51,43 %
0.40

48, 17

6.39 %
3 73

55.35"39
~44 6~ 'Y

~5Y R

~AV RAGE

50.56 %
*?9

49 '15

BASED QN TOTAL CAPITAL.
TOTAL DEBT, INCLUDING SHORT-TERM
oREFERRED STOCK
COMMON EQUITY

TOTAL

48 56 %
0, 19

5~1. 5
~0

5093 %
0 22

48 85
~00

51 13 'Yo

0.25
EB,B+

53.69 'Y

0.39
45 92

3()(LDD %

58.05 %
0.38

41 57

52 47 %
0.29

47 24

FINANCIAL STA~TI Tl

FINANCIAL PATIOS - AR E~TBAS D

EARNINGS / PRICE RATIO
MARKET/AVERAGE BOOK RATIO

DIVIDEND YIEI,D
DIVIDEND PAYOUT RATIO

RAT F R TU N N AVERAGE OOK OMM N ITY

F N FROM P RA I / INTEREST RAGE 3)

FUND F RATI N /T TAL DEBT 4)

TOT T I T TA APIT

3.15 so

262 50
2 15

r7 47

8 15 %

3.94 X

19 05 %

48.56 %

3.88 %o

248 19
2,42

41 1A

9 19 %

4.16 X

19 61

50 93 %

3.88 %
222.69

2.79
71 61

838 %

440 X

20 38 %

51 13 ok

4.12 %
220 49

2, 91
74.09

919 %

3.81 X

17,79 %

53.69 %

4 96 %
223.08

3.10
61.40

10.91 %o

367 X

15.81 'Yo

58.05 %

4.00 %o

235,39
2 67

67.19

9.16 %

4.00 X

18 53 %

52 47 %

See Page 2 for notes.

U (J) )Tl
0) O X

(C)I (0 g'
C

(4) T)
'



Exhibit No.
Schedule PMA-0
Page 2 of 3

Notes:

Prox Grou of Four Value Line Standard Edition Water Com anies
Capitalization and Financial Statistics

2002-2006 Inclusive

(1) All capitalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group, and are based upon financial statements as
originally reported in each year.

(2) Computed by relating actual total debt interest or preferred stock dividends booked to average of
beginning and ending total debt or preferred stock reported to be outstanding.

(3) Funds from operations (sum of net income, depreciation, amortization, net deferred income tax and
investment tax credits, less total AFUDC) plus interest charges divided by interest charges.

(4) Funds from operations (as defined in Note 3) as a percentage of total debt.

Selection Criteria:

The basis of selection was to include those water companies: 1) which are included in the Value Line

Investment Survey (Standard Edition).

The following four water companies met the above criteria:

American States Water Co.
Aqua America, inc.
California Water Service Group
Southwest Water Company

Source of information: Standard 8 Poor's Compustat Services, Inc. , PC Plus / Research
Insight Database

EDGAR Online's I-Metrics Database
Company Annual Forms 10K



Exhibit 14o

Schedule PMA-4

Page 3 of 3

Capital Structure Based upon Permanent Total Capilal for

the Proxy Group of Four Value Line (Standard Edition) Water Companies
for the Years 2002 throu h 2006

2006 2005 2004 2003 2002
5 YEAR

AVERAGE

American States Water Co.
Long-Term Debt
Preferred Siock
Common Equity

Total Capital

48 61 '/o

0 00
51.39

I DO. OD '/o

5D 46 'lo

D 00
49.54

100 00 o/o

47 75 o%%d

0 00
52.25

100 00 '/

52 05 o/,

0 00
47.95

100 00 o/o

53 40 o/o

0 00
46.60

100.00 '/o

50 45 '/o

0 00
49.55

100.00 '/o

Artua America Inc.
Long-Term Debt
Preferred Stock
Common Equrty

Total Capital

old wl o~io
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

51 56 '%%d

009
48.35

100.00 '/o

44 58 '/o

050
54.92

1DO 00 '/o

52 61 '/o

0 09
47.30

100.00 'lo

48 07 '/o

061
51.32

100.00 %

52.72 '/0

0 08
47.20

100.00 '%%d

48 66 '/o

061
50.73

100 00 /o

52 76 o/

007
47.17

100.00 '/o

52 41 '/o

0 67
46.92

100 00 o/o

55 58 '/o

0 06
44,36

100.00 %

55 36 '%%d

077
43.87

100.00 /o

53 05 o/o

0 08
46.88

100.00 '/0

49 82 '/o

063
49.55

100.00 '/o

Southwest Water Com an
Long-Term Debt
Preferred Stock
Common Equity

Total Capital

43 85 '/o

0 15
56.00

100 00 '/

4667 %
0.17

53.16
t00 00 '/

48 53 o/o

028
51.19

100 00 '/o

48 50 '/o

0 85
50.65

I DD.OO /o

57 07 'lo

074
42. '19

100.00 '/o

48 92 '/o

0 44
50 64

1DO 00 '/

Proxy Group of Four Value Line

fSld Ed }Water Co~mantes
Long-Term Debt
Preferred Stock
Common Equrly

Total Capital

47 15 'lo

019
52.66

100.00 'lo

49 45 '/o

022
50.33

'100.00 /o

4942 %
0 24

50.34
100 00 'lo

51 43 o/o

040
48, '17

100 OD '%%d

55 35 '/o

0 39
44.26

100.00 %

50 56 '/

029
49 15

100.00 '/

Source of Information Standard 8 Poor's Compustat Services, Inc, PC Plus l Research Insight Data Base



Exhibit No.
Schedule PMA-5

Southland Utilities Inc.
Hypothetical Example of the Inadequacy of
A DCF Return Rate Related to Book Value

When Market Value is Greater / Less than Book Value

Line No. Market Value

Book Value with

Market to Book
Ratio of 180%

Book Value with

Market to Book
Ratio of 80%

Per Share

2 DCF Cost Rate (1)

Return in Dollars

Dividends (2)

Growth in Dollars

Return on Market Value

Rate of Growth on Market Value

$ 24 00

10 00%

$2 400

$0 840

$ 1 560

1000%

6 50% (5)

$13.33

10 00%

$ 1 333

$0 840

$0 493

5 55% (3)

2.05% (6)

$30 00

10 00%

$3.000

$0 840

$ 2 160

12 50% (4)

9 00% (7)

Notes (1) Comprised of 3 5% dividend yield and 6 5% growth

(2) $24 00 * 35% yield =.-$0840.

(3) $1.333 / $24 00 market value = 5 55%

(4) $3 000/ $24 00 market value = 12 50%

(5) Expected rate of growth per market based DCF model

(6) Actual rate of growth when DCF cost rate is applied to book value ($1 333 possible earnings - $0 840

dividends = $0.493 for growth / $24 00 market value = 2 05%).

(7) Actual rate of growth when DCF cost rate is applied to book value ($3.000 possible earnings - $Q.840

dividends = $2. 16Q for growth / $24 00 market value = 9 00%).



Southland Utilibes Inc.
Indicaled Common Equity Cost Rate 'Ihrough Use ot the

Single Staqe Discounted Cash Flow Model tor
Ihe Proxy Group of Eight AUS Utility Reporls Water Companies and the

Exhbiit No
Schedule PMR-6

B~ased u on Histoncat and Pro'ected Growth in UPS EPS and BR+SV

Proxy Group of Eight AUS Utility

Re rts Water Com antes

American States Water Co
Aqua America, Inc
Artesian Resources Corp
California Wafer Service Group
Connecticut Water Service Inc
hhddlesex Water Company
SJW Corp
York Waier Co

Aveiage

Average
Dividend

Yi~eld I

27 5/

21
29
32
36
37
19
27

29

Dividend
Growth

Component~2
01 %
01
01
01
01
01
01
Ot

01 %

Ad)usted
Dividend

~yield 3

28
22
30
33
37
38
20
2.8

30

Growth
Rale (44

50
77
60
46
52
3 ~

17
6 (I

5.8

Indicated
Common

Equity Cost

78
9 9
90
19
89
76
97
8.8

9.3 % (6)

Proxy Group of Four Value Line

(Standard Edition) Water

American Stale."Waler Co
Aqua Amenca, Inc

California Water Service Group
Southwest Watr r Company

27
21
32
18

01 %
01
01
0. 1

26
22
33
1.9

50
77
46
7.fi

78 '/

99
79
9.5

Average 25 0.1 % 2.6 Bv 9 1 % (6)

Based u on Pro'ected Growth in EPS

Proxy Group ol Eight AUS Ublity

/verage
Llividend

Y~ield I

Dividend
Growth

Component~2I
Adtusled
Dividend

Yi~etd 3
Growth

Rate~a

Indicated
C on sr i in n

Equity Cost

Amencan Slates Water Co
Aqua America, tnc
Artesian Resources Corp
California Water Serwce Group
Connecbcut Water Service Inc

Middlesex Water Company
6JW Corp
York Water Co

Avernus

27
21
29
32
36
37
19
27

29

01
01
01
0 'I

02
01
01
0.1

0.1

28
22
30
33
38
38
20
28
30

70
89
80
74

10 0
55

10 0
70
80

98 '/

I I I
11 0
107
13 8
93

12 0
9.8

10 3 / (6)

Proxy Group ol Four Value Line

(Standard Edibon) Water

American States Water Co
Aqua America, tnc
Calilomia Water Service Gioup
Southwest Water Company

Average

21
21
32
1.8

25 '/

01 %
01
01
0.1

0.1 %

28
22
33
19
2.6

70
89
14

10.5

8.5

98
11 I
10 7
12.4

10.5 % (6)(7)

ConrJusion

Proxy Group of Eight AUS tJlrlity

Re orle Water Com anise 9.8 %

Proxy Group of Four Value Line

(Sfandard Edison) Water
'IO. I

Notes'

(I) From Schedule PMA. 7 of this Exhibit

(2) This reflects a growth rate component equal to one-half Ihe conclusion of growth rale

(from page I of Schedule PMA-9 of this Exhibit) x Column I lo reflect the periodic

payment ot dividends (Gordon Model) as opposed to the continuous payment Thus,
for Amencan Slates Water Co, 27'/ x ( lf2 x 50'/ ) = 0 1%

f3) Column I + Column 2

(4) From page t Schedule PMA-9 ol Ibis Extiibit

(5) Cotumn 3 r Column 4

(6) Includes only those indicated common equity cost rates which are greater than 8 6%,
i e, 200 basis points above the prospective yteld on A rated Moody's public ubiily

bonds of 6 6% (from page I ot Schedule PMA-10 at this Exhibit)

(i) Excludes Connecticut Water Service Inc 's result of 138% and Southwest Water
Company's result of 12 4%, because in Ms Ahern's opinion it is unlikely Ihal a water

company woukl be authorized a return rale an common equity ol 12 0% or greater
cased upon the DcF model in the immediate future



Exhibit No.
Schedule PMA-7

Southland Utilities Inc.
Derivation of Dividend Yieid for Use in the

Discounted Cash Flow Model

Dividend Yield

Average
of

Spot Last 3
(~7ltdi2007 7 ~Mo te 2

Average
Dividend

Yield ld

Proxy Group of Eight AUS Utility

Re orts Water Com anies

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service Inc

Middlesex Water Company

SJW Corp
York Water Co

Average

2.7 %
21
3.5
32
35
37
1.9
2.?

2.9 %

26%
2.0
22
3.1

36
36
18
2.6

2.7 %

2.7 %
21
29
3.2
3.6
37
1.9
2.7

29%

Proxy Group of Four Value Line

(Et d d Edit( ~lN t 0
American States Water Co
Aqua America, Inc
California Water Service Group
Southwest Water Company

Average

2.7 %
2.1

3.2
1.8
2.5 %

2.6 %
20
3.1

1.8

2.4 %

27 0/

21
32
1.8
25%

Notes. (I) The spot dividend yield is the current annualized dividend per

share divided by the spot market price on 7710/07

(2) The average 3-month dividend yield was computed by relating

the indicated annualized dividend rate and market price on the

last trading day of each of the three months ended June 30,
2007.

(3) Equal weight has been given to the 3-month average and spot

dividend yietd This provides recognition of current conditions,

but does not place undue emphasis thereon.

Source of information Standard & Poor's Compustat Services, Inc. , PC Plus

Research Insight Database
EDGAR Online's I-Metrics Database
finance. yahoo corn



Exhibit No.
Schedule PMA-8

Southland Utilities inc.
Current Institutional Holdings (1) and Individual Holdings (2) for

the Proxy Group of Eight AUS Utility Reports Water Companies,
~the Prox G~rou of Four Value Line Standard Edition Water Com aniee

July 2007
Percentage of

Institutional
Holdin s

July 2007
Percentage of

Individual

Holdtn s 1

Proxy Group of Eight

AUS Utilit Re orts Water Com anies

American States Water Co
Aqua America
Artesian Resources Corp.
California Water Service Group

Connecticut Water Service Inc

Middlesex Water Co
SJW Corp
York Water Co,

Average

548 '/

43 5
161
43.0
185
24.4
42.6
10.9

31.7 %

452 /d

565
83 9
57 0
81.5
75.6
57.4
89.1

68.3 %

Proxy Group of Four Value Line

Water Com anies

American States Water Co
Aqua America
California Water Service Group
Southwest Water Company

Average

54.8 %
43.5
43 0
50.1

47.9 '/o

452 %
56.5
57 0
49.9

521 o

Notes. (1) (1 - column 1).

Source of information: today reuters corn, updated July 11, 2007



Proxy Group c( Eight AUS Util ly

Re one water corn ames

CPS EPS

Value L ne Holoncel Five
Five Year

Histcncai BR
~SV 2

DPS EPS

Value Linc Proleded 2003-
05 lc 2009/I'I Grow'. n

Reuters Mean Consensus
Protected Five Year

Growln Rale

EPS
No, of

Eel

Hisioncal nd Pro ected Gmwlh

Average
Proiacled Five

Ye sr G rowt h

Proleded Five
Year BR SV~4 Low

Lt

Ran e of Growth Rates
~Mtd cinl

Avcragc olah
Growth Rates

Lls

Average af
Vidpo:nl ard

Average of ae
Growth Rates

Amencan Stoics Water Co.
Aqua Amenca. Inc

Artesian Resources Corp
California Water Service Group

Connecticut Water Serwce Inc

Middlesex Water Company

SJW Carp.
York Water Cc

Avcragc

1.0 '/

e.s
3.8(,51

1.0
1.0
20
55
5.2 (51

3 3

(2.5) %
8.5
6,3 (5)
(0.5)
(0.3'I

3.5
7.5
6.9 (5)

e.s u. ;e;

4, 4 4,

7,9
5.7
4.9
3.4
4 2
7.1
4,7

5,3 'k

30 'k

9.5
NA

1.0
NA

NA

NA

NA

90 "k

7,5
NA

65
NA

NA

NA

NA

7 7 /

5.0
10.3

8.0
82

ID.D

55
100
70
80 '4,

lel
f2)
l5)

(2)
fll
(2)

7.0 '/

8.9
8.0
7.4

1.",0
55

10 0
7.0

8 0

71
46
NA

5.8
N/I

NA

NA

~ A

56 '4

1.0 '4 (81

46
3.8
10 (81
10 (81

2.0
55
4, 7

30

90 '4 (81
103
80
82

10 0
55

10 D

70
85

50 'k

75
5.9
4,6
55
38
78
59

49 if(8)
7.8
6.0
4.6 (8)
4.8 (8)
3.6
7 5

60
5.8 'k 5.7 '/

5.0 'k
7.7
6.0
4.6
5.2
3.8
7,7

eg
se %

"roxy Group ct xnur vsiue .i i

standard Ednicn water corn ames

Amencsn Slates Wsler Co

Aqua Amenca, Inc

California Water Serves Group

Southwest Water Company

Average

I 0 k
65
I 0

10 D

4 6

(2 51 'k

8.5
(0 5)
15

50 %(61

4.4 'k

7,9
49

11 9

7.3 '4

3D '/

9.5
1.0
9.5

5.8

9,0
75
85

11.0

e.s

50
103
82

8,4 4

(61
f5)

70
89
74
ii 4

71 'x

4,6
5.8
5 2

1.0 ' (81 90 %(ei
46 10 3
I 0 (81 8 2 (8'I

15 119

20 % 99 'k

50
7.5
46
67

6D

50
77
4.e
7.6

4.9 u (8)
7.8
4.6 (81

6 4

64 % 62

Nates. (1) As shown on pages 6 Ihrough 15 of Ihts schedule. Hisloncal growth rates are nve. year compound growth roles.

(2) From page 2 of Ihis Schedule

(31 Average o( Caiumns 5 and 6.
(41 From pago 6 af this Schedule.

(5) Calculalod usmg Ihs same methodology as Value Unc Invcstmenl Survey, i a . Ihree. year base penods endmg 2006.

(6) Average of Columns 1, 2. 3, 4, 5, 6, and 8

(7) From Column 7.
(8I Excludes negatives.
(9) Average af Calumn 11 and Column 12.

Source of Informalion Value Line Invostment Survey, April 27. 2007

stocsk. us reuters. corn. July I I, 2007

0 K ITI
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Southland Utilities inc.
Calculation of Historical BR + SV

Exhibit No

Schedule PMA-9

Page 2 of 15

S
BR~4~ ~Fa4 2

V
~Ftr3 ~SV4

SR+
~SV 5

Proxy Group of Eight AUS Utility

Re orts Water Com anies

American States Water Co.
Aqua America, Inc
Artesian Resources Corp
California Water Service Group
Connecticut Water Service inc.
Middlesex Water Company
SJW Corp
York Water Co

Average

32%
5.1

27
15
25
1.1

71
24
3.2 %

25%
4.0
6.2
6.5
1.6
5.4
00
3.5

3.7 'lo

47.1

69.5
47 6
52 6
58.8
57 0
500
66.8

56.2

12'/
2.8
3.0
34
0.9
31
00
2.3

2.1 %

44 'lo

7.9
5.7
49
34
42
71
4.7

5.3 %

Proxy Group of Four Value Line

Standard Edition Water Com anies

American States Water Co
Aqua America, inc
California Water Service Group
Southwest Water Company

Average

3.2 %
5. 1

1.5
3.8

3.4 '/o

25 '/o

4.0
6.5

15.2

7. 1 %

47. 1

69 5
52.6
53.3
55.6

1.2 %
2.8
3.4
8.1

3.9 %

44%
7.9
49

11.9
73 o/o

Notes (1) From column 6, page 3 of this Schedule.
(2) From column 12, page 4 of this Schedule.

(3) From column 7, page 5 of this Schedule.

(4) Column 2 *column 3.
(5) Column 1 + column 4.



Southland Utilities Inc
Historical internal Growth Rale (I), i e . BR. tor

Ihe Proxy Group of Eight AUS Utility Reports Water Companies, Ihe
Proxy Group of Four Value Line (Standard Ediiion) Water Compames

for the Years 2DD2 -2006

Exhibl No

Schedule PMA-9
Page 3 of t5

2006 2005 20D4 20D3 2002

Five-Year
Average

200Q-2006
internet Grmuth

Rate i e. BR

Pmxy Gtoup of Eight AUS Utility

American States Water Co
Common Equity Return Rate
Relentinn Ratio
Internal Growth Rate (I)

843 '/

32 40
2 73

10 38
43 59

4 52

7 99
25 17
201

5 59
(12 98)
(0 73)

9 83
35 04

3 44 32 % (2)

A us Amenca Inc

Common Equuy Return Rate
Retention Ratio
Internet Growth Rate (I)

ID 61
36 93

3 &12

t169 %%u

43 90
5t3

11 39
42 75

4 87

12 30
43 61

5 36

13 92
4522

6 29 51

Common Equity Return Rate
Retention Ratio
Internal Growth Rate (I)

California Water Saunce Grou
Common Equity Return Rate
Retention Ratio
Internal Growth Rate (I)

10 15
38!I2

3 94

7!76
14 '71

I (37

8 93
31 08
2 '78

93t '/

25 81
2 40

818 '/

25 80
2 11

9 72
22 97
2 23

/41
19 24
I 43

8 68
8 79
0 76

9 67
34 96

3 38

9 56
10 13
097 15

Connecticut Water Service Ir c
Common Equity Return Ra!e
Retention Ratio
Internet Grovsh Rale (I)

7 I32

(5 16)
(0 36)

7 84
4 98
0 39

1093 %%u

29 02
3 17

11 23
28 82
3 24

11 60
28 20
327 2 5 (2)

Common Equity Return Rale
Relentmn Ratio
Interral Growth Rale (I)

8 55
16 35

I 40

8 45
6 49
0 55

937 '/

9 g5
0 93

8 17
(6 51)
(0 53)

10 10
13 33

1 35 I I (2)

Common Equity Relum Rate
Relenbon Ratio
Internal Growth Rate (1)

18 19
72 FB
13 22

11 45
55 23
6 34

11 27
52 80

5 96

11 66
52 56

6 14

9 40
40 94
3 85 71

York Water Co
Common Equity Return Rate
Retention Ratio
Internal Growth Rale ( I)

10 52
20 87

2 20

11 85
24 70

2 93

12 17 '/

25 86
3 15

11 66
21 04
245

IQ 37
12 32

I 28 24

Ave age 32 %

Proxy Group of Four Vafue Line

American Slates Water Co
Common Equity Return Rate
Retention Ratio
Internal Growth Rale (I)

u *"'""'"*
Common Equity Return Rate
Retenlton Rabo
internal Growth Rale (I)

8 43
32 4D

2 73

10 61
36 93
392

1038 '/

43 59
4 52

11 69
43 90

5 13

7 99
25 17

2 01

tf 39 'Yi

42 75
4 87

559 '/

(12 98)
(0 73)

1230 '/

43 61
536

9 83
35 04
3 44

13 92 '/

45 22
629

32 % (2)

51

Caldomia Water Service Grou
Common Equity Return Rate
Retention Ratio
internal Growth Rale (I)

756 /.
14 21

I Dj

931 '/

25 81
2 40

9 72
22 97

2 23

868
879
0 76

9 56
10 13
0 97 15

Southwest Water Com ar,

Common Equity Return Rale
Retention Ratio
Internal Growth Rale (I)

5 99
46 26

2 77

5 38
42 00

2 26

440 '/

21 88
0 96

10 20
64 23

6 55

ID 32
64 02

6 61 38

Average 34 %

Notes (I) The internal growth rale is calculated by multiplying Ihe commcn equity return rale by Ihe

retention retro (100% minus the dividend payout rabo) AB dale are an a consobdated

basis

(/) Excludes negatwev

Source of information Standard 8 Poor's Compuslal Services. Inc, PC Plus/ Research Insight ijatabase



Soulhland Utilities 'nc

Proxy Group of Eignt AUS Utility

Re orle Water Com anies

Amencan States Water Co
Aqua Arnenca. Inc.
Ahesian Resources Corp.
Cakfomia Water Service Group
Connecticut Water Service Inc
Middlesex Water Company
SJW Corp
York Water Co

Average

2001
Common
Shares

15.120
113.977

4.590
15.182
7.649

10.168
18.270
9.462

01432
Grovnh

04
(0 7i
26.2

0.0
3.8
1.8
0.0
0.9

2002
Common
Shares

15 181
113 195

5.794
15 182
7 940

10 358
18 270
9.547

02-03
Growth

02
91
1 0

11.5
0.3
20
0.0
09

2003
Common
Shares

~0

15 212
123 452

5 852
16.932

7 967
10 567
18.270
9.629

03-G4
Growth

101
30
14
8.5
0 9
75
00
73

2004
omrnon

Shares

16 752
127 180

5.934
18 367

8 035
'1 359
iB 270
10 331

04-05
Growth

03
14
15
0.1

17
20
00
0.7

2005
Common
Shares

~Q

16.798
128.969

6.021
18 390

8 170
11 584
18.270
10.400

10

05-06
Growth

15
26
I I

12.3
1 2

13 7

0. 1

7, 7

2006
Common
Shares

17 049
132.325

6 086
20 657

8.270
13 168
18,282
11.201

12
Five Year
Average
Common

Share
Growth

25 %
4.0 (21
62
6.5
1.6
54
0.0
3.5
37 %

Proxy Group of Four Value Line
Standard Edition Water Com anies

Arnencan States Water Co.
Aqua Amenca. Inc.
California Water Service Group
Southwest Water Company

Average

15.120
I '13 977

15.182
14 174

0.4
(G.7i
0.0
(3.6i

15.1 81
113,195

15.182
13.662

02

18.4

15 212
123 452
16.932
16 173

10 I

3 0
8»

25.9

16 752
127 180
18 367
20.365

0.3
14
01
38

16.798
128.969
18.390
21.129

1.5
2.6

12.3
12.7

17.049
132.325
20.657
23.802

2.5 %
40 (2i
6.5

15.2 (2i

Notes (1 I Year-end shares outstanding.

(2i Excludes negatives.

Source of Information Standard 8, Pooxs Compustat Services, Inc. , PC Plus f Research Insight Oatabase

~ Cf3m
00 n X

(O
(D fg g:



Southland Utilities inc
Calculation of the Premium/Discount of a

Com an 's Stock Price Relative to its Book Value i.e. V Factor

2002
Market
to Book
Ratio (1)

2003
Market
to Book
Ratio (1)

2004
Market
to Book
Ratio (1)

2005
Market
to Book
Ratio (1)

2006
Market
to Book
Ratio (1)

Five Year
Average

Market to
Book Ratio

V

Factor (2)

Proxy Group of Eight AUS Utility

Re orts Water Com anies

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service Inc.
Middlesex Water Company
SJW Corp.
York Water Co.

Average

180.6 %
289,8
162.0
181.6
266,2
232.9
167.3
281.5

1803 %
295.6
184,5
199.8
Z65 0
747 9
157.2
286.9

164.3 "/6

291.4
192.8
212,6
250.5
241 7

178.2
287.5

191.5 "/o

383.8
211.1
231.6
223, 1

238.9
210.6
311.0

228.9 %
376.5
203,6
229,0
207.7
ZQP 9

286.5
340.0

189.1 6/6

327.4
190.8
210.9
242.5
232.5
200.0
301.4
236.6 '/

47, 1

69.5
47.6
52.6
58.8
57 P

50.0
66,8
56.2

Proxy Group of Four Value Line
Standard Edition Water Com antes

American States Water Co.
Aqua America, inc.
California Water Service Group
Southwest Water Company

Average

180.6 %
289.8
181.6
240.3

18Q 3 %
295.6
199.8
206.2

1643 6

291.4
212.6
222.5

191 5 '/

383.8
231.6
185.8

Z28. 9 %
376.5
229.0
215.6

189.1 %
327.4
210.9
214.1

235.6 '/2

47 1

69,5
52.6
53,3

556 '/

Notes: (1) Market to Book Ratio = average of yearly high-low market price divided by the average of beginning and

ending year's balance ofbook common equity per share.
(2) (1 - (100 / column 6)),

D (/) fTI
M r7 X

oct
(D nt

C"

Source of information: Standard & Poor's Compustat Services, Inc. , PC Plus / Research Insight Database
EDGAR Online's I-Metrics Database
Company Annual Forms 10-K
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Exhibit No

Schedule PMA-10
Page 1 of 9

Southland Utilities Inc.
Indicated Common Equity Cost Rate

Through Use of a Risk Premium Model
Usin an Ad'usted Total Market A roach

Line Proxy Group of Eight AUS

Utility Reports Water
Com anies

Proxy Group of Four Value
Line (Standard Edition)

Water Com anies

Prospective Yield on Aaa Rated
Corporate Bonds (1) 61 61

Adjustment to Rellect Yield Spread
Between Aaa Rated Corporate
Bonds and A Rated Public

Utility Bonds

Adjusted Prospective Yield on A Rated
Public Utility Bonds

0.5 (2)

66 %

0.5 (2)

66 %

Adjustment to Retlect Bond
Rating Difference of Proxy Group 0 0 (3) 0.0 (3)

Adjusted Prospective Bond Yield

Equity Risk Premium (4)

66

Risk Premium Derived Common

Equity Cost Rate 10.8 % 11.0 %

Notes: (1) Derived in Note (3) on page 6 of this Schedule

(2) The average yield spread of A rated public utility bonds over Aaa rated corporate bonds of

0 53%, rounded to 0 5% from page 4 of this Schedule

(3) No adjustment necessary as the average Moody's bond rating of the proxy group is A2

(4) From page 5 of this Schedute



Southland Utilities inc.

Companson of Bond Ratings ar, d Business Profile for

the Proxy Group of Eight AUS Utility Reports Water Companies, the

WWWW FFFFPPV I I Et dddtl VV t C

Proxy Group of Eight AUS Utihty

Reports Water Companies

Bond
~Ra tin

June 2007
Moody's

Bond Ratin

Numerical

W~htt

June 2007
Standard & Poor's

Bond Ratin

Bond Numencai Credit Numencai

~li 1 W~ht 1 ~RI W~hti 1

Standard & Poor's
Business Position

W
ihs

lFdhd

Amencan States Water Co, (3)
Aqua Amenca, inc. (4)
Artesian Resources Corp. (5)
California Water Serwce Group (6l

Connecticut Water Serwce inc. (7)
Middlesex Water Company

SJW Corp. (8 I

York Water Company

Average

A2
NR

NR
A2

NR

NR

NR

lNR

A2 6.0

A-

4A-
NR

NR

AAA

A

NR

A+ 5.0

A-

A+

NR
A+

A-

NR

NR

5

5
7

A 60

3,0

2.0

3.0
3 0
30

2.0

2.7

Proxy Group of Four Value Line

Standard Edition Water

Amencan States Water Co. (3)
Aqua Amenca, Inc. (4)
California Water Service Group (6)
Southwest Water Company (8)

Average

A2
NR

A2
NR

A2 6.0

A-

AA-

NR

NR

A+ /A 55

A-

A+

A+

NR

A

3,0
2.0
3.0

2,7

Notes; (I) From page 3 of this Schedule.

(2) From Standard & Poor's U.S, Issuer Ranking: U. S. Utility and Power Companies, Strongest to Weakest, June 22, 2007

(3) Ratings and business profile are those of Golden State Water Company

(4) Ratings and business profile are those of Aqua Pennsylvania, Inc.

(5) Ratings and business are a composite of those of Artesian Water Company and Southwood Water Company.

(6) Ratings and business profile are those of California Water Service Company.

(7) Ratings and business position are those of The Connecticut Water Company

(8) Ratings and business position are those of San Jose Water Company.

(9) Ratings and business position are a composite of those of Hornsby Bend Utility Co. , New Mexico Utilities, Inc. , Suburban

Water Systems, and Windermere Utility Co,

Source of Information: Moody's Investors Service
Standard & Poor's Global Utilities Rating Service



Exhibit No.
Schedule PMA-10
Page 3 of 9

Southland Utilities inc.
Numerical Assignment for

~Mood 's and Standard lt Poor's Bnnd Ratinrts

Moody's
~Sond Raiin

Numerical
Bond Wei htin

Standard 8 Poor's
~Bond Ratin

Aaa

Aa1
Aa2
Aa3

A1
A2
A3

Baa1
Baa2
Baa3

8
9
10

BBB+
BBB
BBB-

Ba1
Ba2
Ba3

11
12
13

BB+
BB
BB-



~Mood 's

Comparison of Interest Rate Trends

for th Three Months Endin Ma 2007 1

S read - Cor orate v Public Utilit Bonds S read - Public Utilf Bonds

Months

Corporate
Bonds

Aaa Rated Aa Rated
Public Utilit Bonds

A Rated Baa Rated

Aa (Pub. A (Pub. Util. ) Baa (Pub.

Util. ) over over Aaa Util. ) over

A 1tCC ..1~0C . ~A ACC1 A over Aa Baa over A

March. 07
April-07

May-07

5.30 %
5.47
5,47

5.66 %
5.83
5.86

585 %
5 97
5.99

6.10
6.24
5.23

Average of Last
0/I tk 5 41 0/ 5 78 5 94 0!0 6, 19 /0 03/ 0/ 053 0 0 78 % 0.16 '!0 0,25

Notes: (1) All yields are distributed yields.

Source of Information: Mergent Bond Record, June 2007, Vol. 74, No, 5



Exhibit No
Schedule PMA-10

Page 5 of 9

Southland UtiTities Inc.
Judgment of Equity Risk Premium for

the Proxy Group of Eight AUS Utility Reports Water Companies, the

Line
No.

Proxy Group of Eight
AUS Utility Reports
Water Ce m~anies

Proxy Group of Four
Value Line (Standard

Edition} Water
Com anies

Calculated equity risk

premium based on the
total market using
the beta approach (1) 40% 44%

Mean equity risk premium

based on a study

using the holding period

returns of public utilities

with A rated bonds (2)

Average equity risk premium 4.2 % 4.4 %

Notes (1} From page 6 of this Schedule

(2) From page 8 of this Schedule



Southland Utilities lnc.
Qerivagon of Equity Risk Premium Based on the Total Market Approach

Using the Beta for

the Proxy Group of Eight AUS Utility Reports Water Companies, the

~P* G~fF V t U St 6 s Egg W~IC

Exhibit No
Schedule PMA-10
Page 6 of 9

Line
No

Proxy Group of Eight AUS
Utili Re orts Water

Proxy Group of Four Value
Line (Standard Edition)

Water Com anies

Arithmetic mean total return rate on
the Standard tt Poor's 500 Composite
Index - 1926-2006 (1) 123 % 12 3 %

Arithmetic mean yield on
Aaa and Aa Corporate Bonds

1926-2006 (2)

Historical Equity Risk Premium 6.2 % 62 '/

Forecasted 3-5 year Total Annuaf

Market Return (3) 98% 98%

Prospective Yield an Aaa Rated
Corporate Bonds (4)

6 Forecasted Equity Risk Premium 3.7 % 37%

Average of Historical and Forecaste&i

Equity Risk Premium (5) 50% 50%

Adjusted Value Line Beta (6) 0.80 0.88

9 Beta Adlusted Equity Risk Premium 4.0 % 4.4 %

Notes (I ) From Stocks Bonds Bills and Inflation —Market Results for 1926-2006 - 2007 Yearbook Valuation Edition

Morningstar, Inc, 2007 Chicago, IL

(2) From Moody's Industrial Manual and Mergent Bond Record Monthly Update

(3) From page 3 of Schedule PMA-1 t

(4) Average forecast based upon six quarterly estimates of Aaa rated cor porate bonds per the consensus of

nearly 50 economists reported in Blue Chip Financial Forecasts dated July 1, 2007 (see page 7 of this

Schedule) The estimates are detailed below

Third Quarter 2007
Fourth Quarter 2007
First Quarter 2008
Second Quarter 2008
Third Quarter 2008
Fourth Quarter 2008

Average

59%
60
6 'I

61
61
6.2

61 o'

(5) Average of the Historical Equily Risk Premium of 6 2% from Line No 3 and the Forecasted Equity Risk

Premium of 3 7% from Line No 6 ((6 2% + 3 7%) I 2 = 4 95%, rounded lo 5 0%

(5) From page 9 of this Schedule



Exhibit No.
Schedule PMA-10
Page 7 of 9

2 BELIE CHIP FINANCIAL FORECAS fS + JULY I, 2007

Consensus Forecasts Of I.I.S. Interest Rates And Key Assumptions'

uarterly Avg.
3Q 4Q

2008 2008
5.1 5.1
S.I 8.1
5.3 5.2
5.2 5.2
4.9 4.9
5.0 5.0
5.0 5.0
5.1 5.1
5.1 5.1
5.3 5.3
5.4 5.4
6.1 6.2
7.1 7.1
4.8 4.8
6.8 6.8

arterly Avg.
4Q 3Q

2008 2008
77.9 7S.O
2.9 3.0
2.2 2.1

2.4 2.2

Forecasts-Q
1Q 2Q

2008 200S
5.2 5.1
8.2 8.1
5.3 5.3
5.2 5.2
4.9 4.9
5.0 5.0
5.0 5.0
5.1 5.0
5.1 5.1
5.2 5.2
5.3 5.3
6.1 6.1
7.0 7.0
4.8 4.8
6.7 6.7

Forecasts-Qu
IQ 2Q

2008 2008
78 3 78.0
2.9 2.9
2.4 2.2
2.5 2.5

—————————————————-History— Consensus
4Q 3Q

20(y7 2007
52 52
8.2 8.2
5.4 5.4
5.3 5.3
4.9 4.9
5.0 5.0
5.0 5 0
5.0 5.1
5.1 5.1
5.1 5.2
5.3 5.3
5.9 6.0
6.8 6.9
4.7 4.7
6.6 6.7
Consensus
3Q 4Q

2007 2007
79.0 78.6
2.6 2.7
2.3 2.2
2.6 2.1

—Average For
~Ma A~r.
5.25 5.25
8.25 8.25
5.35 5.35
5.22 5.2.3
4.87 5.01
4.98 5.07
4.91 4.93
4.77 4.67
4.67 4.59
4.75 4.69
4.9 4.&7

5.47 5.47
6.39 6.39
4.3 I 4.26
6.26 6.18

Montb-—
Mar.
5.26
8.25
5.35
5.23
5.08
5.10
4 92
4.57
4.48
4.56
il.72
5.30
6.27
4.15
6.16

Week E
Jun I
5.28
8.25
5.36
5.24
4.82
4.98
4.96
4.92
4.86
4.90
5.02
5.58
6.51
4.41
642

erage For
June 8

5.24
8.25
5.36
5.22
4.8

4.97
4.98
4.99
4 98
5.02
5. 12

5.67
6.62
4 54
6.53

nding —-—-
~Ma 25

5.24
8.25
5.36
5.23
4.90
5.00
4.95
4.84
4.77
4.84
4.99
5.55
6.47
4.3&

6.37

-History

2Q
2006
82.2
2.6
3.3
5.1

khstoricai dat

———-Av Ltttest g
ZO Z0074

5.25
8.25
5.34
5.23
4.87
J.00
4.94
4.82
4. 77
4.85
4.99
3.57
6.50
4.39
6.36

Jun 15

5.26
8.25
5.36
5.26
4.66
4.93
4.98
5.06
5.13
5.20
5.29
5.89
6.79
4.64
6.74

Interest Rates
Federal Funds Rate
Prime Rate

I.IBOR., 3-mo.
(.ommetcial Paper, l-mo.
Treasury bill, 3-mo.
Treasury bill, 6-mo.
Treasury bill, I yr.
Treasury note, 2 yr.
Treasury note, 5 yr.
Treasury note, 10 yr.
Treasury note, 30 yr

Corporate Aaa bond

Corporate Baa bond

State k. Local bonds

I tome mortgage rate

IQ 20
2007 2007*
81.9 79 3
0.6 3.j
4.0 3.j
3.8 5.2

1 LIBOR is from Fed

4Q
2006
81.6

2.5
1.7

-2.0

3Q
2006
81.7
2.0
1.9
3.0

a for i

IQ
2006
&4.9
5.6
3.3
1,8

hrou h 9

3Q
2005
84.7
4.2
3.3
5.5

4Q
2005
85.8
1.8
3.3
3.5

a es4

K~e Assumptions

Major Currency Index

Real CJI)P

(iDP Price Index

Consumer Price Index
Individual panel members' forecasts are on p g t g nteiest rates excep eral Reserve Release (FRSR) H IS LIBOR quotes

available from The (Volt Street Jmrrnol Definitions reported here are sane as Uiose in FRSR H Is. Treasury yields are reported on a constant maturity basis. Historical data I'or the

Ll S Federal Reserve Board's Major Currency Index is fmm FRSR H. IO and G 5 Htstorical data for Real GDp and GDp Chained price Index are from the Bureau of Economic

Analysis (BEA) Consumer Price Index (CPI) history is from the Department of Labor's Bureau of Labor Statistics (BLS) interest rnte data for 2(Z 1007 based on liistorical

data tl&rougli the weeli coiled June 1$'. Data for 2(Z 1007 Major Currency index also is hosed ou dora tliroiigli week ended Sane 15'". Figures for 20 1007 Real (?DP, GDP

Cliai neil Price index nod Consiimer Price Index are consensus forecasts ffosed on a special question asked of the panel members rliis nionth.

6 OO

5 75

5.50

5 25

5.OO

4.75

4 50

U.S. Treasury Yield Curve
Week ended June 15. 2007 and Year Ago vs.
30 2007 and 40 20D8 Consensus forecasts

——- Year Agn—X—Week ended 6/15(07-~Consensus 40 2008
~consensus 30 2087

60O

5.75

55D

5 00

475

4.50

7 50
7 00
6.50
6.00
5.50
5.0D

~ 4.50

3.00
2.50
2.00
1.50
1.00
050

(Quar(city Average) F(istoiy Forecast

Consensus

10-Yi. T-Note
Yield. Consensus

3-Month Tasiti Yield

U.S. 3-iNo. T-Bills 8 10-Yr. T-Note Yield

7.5D
?DO
650
6.00
5 50
5.00
4 50
4.00
3.50
3.00
2.50
2 DO

1 50
1.DO

0.50

3mo 6rno 1yr 2yr 5yr 10yr
Maluiities

30yr 10 10 '(Q \0 10 10 'IQ 10 10 10 10
1998 1999 2090 2001 2902 2003 2004 2005 2006 2007 2008

400
375
350
325
300
275
250
225
200
175
150
125
100
75
50
25
0

Corporate Bond Spreads
As of week ended June 'l5, 2007

Baa Corporate Bond
Yield minus 1D-Year
T-Bond Yield

Aaa Corporate Bond Yield
minus 10-Year T-Bond Yield

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

400
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350
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300
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175
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50
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0
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Exhibit No.
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Page 8 of 9

Southland Utilities inc.
Derivation of Mean Equity Risk Premium Based on a Study

Usin Holdin Period Returns of Public Utilities

Line
No.

Over A Rated
Public Utilit Bonds
AUS Consultants-

Utility Services
Stud 1)

Time Period
1. Arithmetic Mean Holding Period

Returns (2):
Standard 5 Poor's Public

Utility Index

1928-2005

11.0 %

Arithmetic Mean Yield on:
A Rated Public Utility Bonds

Equity Risk Premium 4.4 %

Notes: (1) SB P Public Utility Index and Moody's Public Utility Bond Average Annual

Yields 1928-2005, (US Consultants — Utility Services, 2006).

(2) Holding period returns are calculated based upon income received

(dividends and interest) plus the relative change in the market value of a

security over a one-year holding period.



Exhibit No.
Schedule P IVIA-10

Page 9 of 9

Southland Utilities Inc.
Value Line Adjusted Betas for

the Proxy Group of Eight AUS Utility Reports Water Companies, the
~Prox ~Grou of Four Vatue Line Standard Edition iNater Com aniee

Proxy Group of Eight AUS
Utility Reports Water

American States Water Co.
Aqua America, Inc.
Artesian Resources Corp.
California Water Service Group
Connecticut Water Service Inc.
Middlesex Water Company
SJW Corp.
York Water Co.

Average

Value Line
Adjusted

Beta

0.80
0.90
NA

0.90
0.90
0.85
0.70
0.55

0.80

Proxy Group of Four Value Line

(Standard Edition) Water
Companies

American States Water Co.
Aqua America, Inc.
California Water Service Group
Southwest Water Company

Average

0.80
0.90
0.90
0.90

0.88

NA =.-Not Available

Source of Information. Value Line Investment Surve, April 27, 2007
Standard Edition and Small and Mid-Cap Edition



Exhibit No.
Schedule PMA-11
Page1of3

Southland Utilities inc.
of the Capital Asset Pricing Model for

the Proxy Group of Eight AUS Utility Reports Water Companies and the

Prox Grou of Four Value Line Standard Edition Water Com anies

Line Proxy Group of Eight AUS

Utility Reports Water
Com anies

Proxy Group of Four
Value Line (Standard

Edition Water Com anies

Traditional Capital Asset
Pricing Model (1) 'l02% 10.4 %

Empirical Capital Asset
Pricing Model (1) 10.2 % 10.6 %

Conclusion 10.2 % 10.5 %

Notes (1) From page 2 of this Schedule.



Exhibit No
Schedule PMA-11
Page 2 of 3

Southland UtiTities inc.
indicaied Common Equity Cost Rate Through Use

of the Ca ital Asset Pricin Modet

Value Line

Adjusted
Beta

Company-Specific
Risk Premium

Based on Market
P I I 5.8~/1

CAPM Result
Including
Risk-Free

Rate of 5.3'%%d 2

T~dt IC I IA tP ~Md I 3

Proxy Group of Eight AUS Utility

~RA 88 t ~C

American States Water Co
Aqua America, Inc
Artesian Resources Corp
California Water Service Group
Connecticut Water Service Inc
Middlesex Water Company
SJW Corp
York Water Co

Average

0 80
0 90
NA

090
0 90
0 85
0 70
0.55

O. 80

46 '/8

52
NA

52
52
49
41
3.2

4.6 '/(

99 /
10 5

NA

105
10 5
102
94
8.5

102 /8 (4)

Proxy Group of Four Value Line

~Standard Edition Water Com ames

American States Water Co
Aqua America, Inc

California Water Service Group

Southvvest Water Company

Average

0 8D

0 90
0 90
D.90

8.88

468/
52
52
5.2

5. 1 '/8

99 '/

105
'IO 5
10.5

1D 4 8/, (4)

5 tt IC tlA tPI ~M ~ I5

Proxy Group of Eight AUS Utaity

~Re* ill t ~C
American States Water Co
Aqua America, Inc
Artesian Resources Corp
California Water Sconce Group

Connecticut Water Service Inc

Middlesex Water Company
SJW Corp
York Water Co

Average

0 80
0 90
NA

0 90
0 90
0 85
070
0.55

0.80

49'%%d

54
NA

54
54
51
45
3.8

4.9 8/8

10 2 8/8

107
NA

'IO 7
107
104
9.8
9.1

10 2 '/8 (4)

Proxy Group of Four Value Line

~St d dEdd Mll C

American States Water Co
Aqua America, Inc
Cahfornia Water Service Group

Southwest Water Company

0 80
0 90
0 90
O.90

0.88

49 8/

54
54
5.4

5.3 '/8

102 d%%d

107
107
10.7

10 6 '%%d (4)

See page 3 for notes



Exhibit No.
Schedule PMA-11
Page 3 of 3

Notes

Southland Utilities Inc.
Development of the Market-Required Rate of Return on Common Equity Using

the Capital Asset Pricing Model for
the Proxy Group of Eight AUS Utility Reports Water Companies and the

Proxy Group of Four Value Line (Standard Edition) Water Companies
A~d'usted to Reflect a Forecasted RiskFree Rate and M k t R t rn

(1) From the three previous month-end (Apr. '07 —Jun. '07), as well as a recently available (Jul. 13, 2007),
Value Line Summar & Index, a forecasted 3-5 year total annual market return of 9.8% can be derived
by averaging the 3-month and spot forecasted total 3-5 year total appreciation, converting it into an
annual market appreciation and adding theValue Line average forecasted annual dividend yield

The 3-5 year average total market appreciation of 37%produces a four-year average annual
return of 8 19% ((1.37")- 1) When the average annual forecasted dividend yield of 1 62% is added,
a total average market return of9.81%, rounded to 9.8% (1.62% + 8.19) is derived

The 3-month and spot forecasted total market return of 9.8% minus the risk-free rate of 5 3%
(developed in Note 2) is 4 5/0 (9 8% —5 3%). The Ibbotson Associates calculated market premium of
7.1% for the period 1926-2006 results from a total matket return of 12 30/0 less the average income
return on long-term U S. Government Securities of 5.2'/0 (12.3% - 52'/0 = 7.1%). This is then
averaged with the 4 5% Value Line market premium resulting in a 5.8%, market premium. The 5 8%
market premium is then multiplied by the beta n column 1 of page 2 of this Schedule

(2) Average forecast based upon six quarterly estimates of 30-year Treasury Note yields per the
consensus of nearly 50 economists reported in the Blue Chi Financial Forecasts dated July 1, 2007
(see page 7 of Schedule PMA-10 ) The estimates are detailed below

Third Quarter 2007
Fourth Quarter 2007
First Quarter 2008
Second Quarler 2008
Third Quarter 2008
Fourth Quarter 2008
Average

30-Year
7 ca~or Mot Yi Id

5.3%
5.3
53
5.3
54
5.4~0

(3) The traditional Capital Asset Pricing Model (CAPM) is applied using the following formula

Rs = RF + p (RM- RF)

Where Rs = Return rate of common stock
RF

——Risk Free Rate
P = Value Line Adjusted Beta
RM = Return on the market as a whole

(4) Includes only those indicated common equity cost rates which are above 8.2%, i e, 200 basis points
above the prospective yield of 6 2% on A rated Moody's public utility bonds (page 1 of Schedule PMA-

10)

(5) The empirical CAPM is applied using the following formula

Rs=RF+.25(RM -RF)+ 75p(Rkfl -RF)

Where Rs = Return rate of common stock
RF = Risk-Free Rate
p = Value Line Adjusted Beta
Rkfl = Return on the market as a whole

Source of Information Value Line Summar & Index
Blue Chi Financial Forecasts July 1, 2007
Val U e fnuesl~tS, Ap 127, 2007, Sta dad Edition a d Small and Mt*Cap

Edition
Stocks Bo d Bliss dlnflaton —Market Resullsfo f0262006 —Val ato Edtion2007

Yearbook, M ngst, I . , Chicago, ik
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Exhibit No.
Schedule PMA-12
Page 7 of 8

Southland Utilities Inc.
Com arable Earnin s Anal sis

E Estimated

Notes: (1) The criteria for selection of the proxy group of one hundred forty-two non-utility companies
was that the non-utility companies be domestic and have a meaningful rate of return on book
common equity, shareholders' equity, net worth, or partners' capital for each of the five years
ended 2006 or projected 2010-2012 as reported in Value Line Investment Survey (Standard
Edition). The proxy group of one hundred forty-two non-utility companies was selected based
upon the proxy group of eight AUS Utility Reports water companies' unadjusted beta range of
0.37 —0.97 and standard error of the regression range of 2.8023 —3.6531. These ranges are
based upon plus or minus three standard deviations of the unadjusted beta and standard
error of the regression as detailed in Ms. Ahern's direct testimony. Plus or minus three
standard deviations captures 99.73% of the distribution of unadjusted betas and standard
errors of the regression.

(2) Ending 2006

(3) 2010 - 2012.

(4) The Student's T-statistic associated with these returns exceeds 1.96 at the 95% level of
confidence. Therefore, they have been excluded, as outliers, to arrive at proper mean
historical and projected returns as fully explained in Ms. Ahern's testimony.

(5) The standard deviation of group of eight AUS Utility Reports water companies' standard error
of the regression is 0 1418.The standard deviation of the standard error of the regression is
calculated as follows

Standard Deviation of the Std. Err. of the Regr. = Standard Error of the Re ression
IZN

where N = number of observations. Since Value Line betas are derived from weekly price
change observations over a period of five years, N = 259

Thus, 0.1418 = 3.2277 = 3.22?7
/518 22.7596

(6) Mid-point of the arithmetic mean of the historical five year average and five year projected
rate of return on book common equity, shareholder's equity, net worth, or partners' capital.

(7) Arithmetic mean of historical five year rates of return and five year projected rates of return
on net worth, common equity or partners' capital excluding those 20% and greater as well as
those 8.2% or less, i.e, 200 basis points above the prospective yield of 6,2% on A rated
Moody's public utility bonds (from page 1 of Schedule PMA-10 )

(8) Mid-point of the arithmetic mean of historical five year rates of return and five year projected
rates of return on net worth, common equity or partners' capital excluding those 20% and
greater as well as those 8.6% or less, i.e. , 200 basis points above the prospective yield of
6.6% on A rated Moody's public utility bonds (from page 1 of Schedule PMA-10. )

(9) The criteria for selection of the proxy group of one hundred sixty-five non-utility companies
was that the non-utility companies be domestic and have a meaningful rate of return on book
common equity, net worth, or partners' capital for each of the five years ended 2006 or
projected 2010 - 2012 as reported in Value Line investment Survey (Standard Edition). The
proxy group of one hundred sixty-five non-utility companies was selected based upon the



Exhibit No.
Schedule PMA-12
Page 8 of 8

Southland ttdtides lnc.
~Corn arable Earnin s Anat sls

proxy group of four Value Line (Standard Edition) water companies' unadjusted beta range
of 0.51 —1.11 and standard error of the regression range of 2.7731—3.6149. These ranges
are based upon plus or minus three standard deviations of the unadjusted beta and standard
error of the regression as detailed in Ms. Ahern's direct testimony. Plus or minus three
standard deviations captures 99.73% of the distribution of unadjusted betas and standard
errors of the regression.

(10) The standard deviation of the proxy group of four Value Line (Standard Edition) water
companies' standard error of the regression is 0.1403 (3.1940 / 22.7596).

Source of Information: Value Line, Inc. , June 15, 2007
Value Line Investment Survey (Standard Edition)



Uhkkes Services of South Carolina inc
Authorized Returns on Common Equity and

Common Equity Ratios lor Electric and Gas Distribution Companies
tor the waive Bilonths Ended June 2007

Exbhili No.
Schedule PMA-13

Dale

6-Jul-06
24-Jul 06
24-Jul-06
26-Jut-06
28-Jut 06

23-Aug-06
I-Sep 06

i4-Sep-G&
20-Sap-06
26-Sep-G6

6 Oct D6

20-Ocl-06
2-Nov-06
9 Nov-06

21-Nov 06
21-Nov-06
2 I- No v- D6

21-Nov G6
I-Dec-06
I-Dec. D6

7.Dec-06
2t-Dec-D6
21-De c- 06
22. Dec-06

5 Jan-07
5-Jan-D7
5 Jzn D7

9-Jzn. pf
11 J n. p7
11 Jsn. 07
11-J n-07
11-J n-07
12-Jan. 07
19 Jan G7

19-Jan 01
26-Jan 07
B-Fi.b-07

14.Marzty
20. Mar-07
22-Mar-07
22-Mar-07
29 Mar D7

15.May-07
17-May-07
17 May. 07
22.May-01
22-May-07
23 May-07
25-May-0'I

5-Jun. 07
13 Jun-G7
15-Jun 07
18-Jun-07
22- Jun-07
28-Jun 07
29 Jun-07
29-Jun-07

Maine Public Service
Central Hudson Gas 6 Electric
Central Hudson Gas 6 Electri
AEP West Virginia
Comonweahh Ed~son
New York Stale Eiecmc 6 Gas
Nonhem States Power
PaaliC»rp
Kinder Morgan
Chesapeake Ublities

Unihl Energy Systems
Orange 6 Rocktand UtOties
CenlerPoinl Energy Minnesota Gas
Public Service Electric 6 Gas
Cenlrat igrnois Light
Central Pknois Pubkc Service
lllinios Power
Consumers Energy
Pacificorp
Public Service of Colorado
Central Vermont Public Service
Empue District Electnc
Kansas City Power Ii Light

Green Mountain Povmr
OGE Electric Service
Pugel Sound Energy
Puget Sound Energy
SE MCO Energy Gas
Metropoktan Edison
Pennyslvania Eleclnc
Wisconsin Publtc Service
W sconsin Public Service
PorBand General Eieclnc
W, sconsin Povrer and Light

LV sonsin Power and Light

Fitchburg Gas 6 Electnc
PPL Gas
Connecbcul Natural Gas
Delmarva Power IL Light

Rockland Electnc
Southern Union
Atmos Energy
Appalachian Power
Ariuila Netwcrks-MPS
Aquila Netwcriis-LBP
Monongahela Pow /Potomac Ed
Union Eiectnc
Nevada Power
Public Sen»ce of New Hemp hire

Cascade Natural Gas
Northern Slates Power

Enter gy Arkansas
Public Senrice of Colorado
Appalachian Pow ILIVheekng Pow
Anzona Pubbc Service
Yankee Gas Services
Pubhc Service of New Mexico

Average - AB Cases

Type ol
~Utrlil

Electric
Electric

Gas
Electnc
Electri
Eteclnc
Electric
Eleclnc

Gas
Gas

Electric
Gas
Gas
Gas

Electric
Eteclnc
El eclnc

Gas
Electnc
Eleclnc
Electric
Eleclnc
Electric
Electric
Eleclnc
Eleclnc

Cas
Ges

Eleclnc
Eleclnc
Electric

Gas
Electric
Elrclnc

Cias
C:as
Gas
Gas
Ci as

Elcclnc
Gas
Gas

El ac inc

Elrctnc
Eiectnc
Electric
E I ecln c
Electnc
Electric

Cias
C;as

Electric
Gas

Eleclnc
Eteclnc

C;as
Gas

Stale

ME
NY

NY

WV
IL

NY

MN

OR
Lrw

MD
NH

NY

MN

NJ
IL

IL

IL

lit l

UT

CO
VT

Ill 0
MO

VT

AR
WA

WA
Ml

PA

PA
WI
Wl

OR
LVi

Wt

MA

PA
CT
DE
NJ
MO
T)t
VA

510
MO
VA/

MO
NV

NH

OR
ND

AR

CO
WV
AZ

CT
NM

Authorized
Return on

1020
960
9 60

10 50
10 05
9 55

10 54
10 00
11 00
10 T5
967
9 80
971

t000
10 12
10 08
ID 08
1100
10 25
10 50
10 75
10 90
1125
10 25
10 00
10 40
10 40
11 00
10 ID
10 ID
10 9D
10 90
10 10
10 80
10 80
1000
10 40
10 10
10 25
997

10 50
10 OD

ID 00
ID 25
10 25
10 50
10 20
10 70
967

10 10
ID 75
9 90

10 25
10 50
ID 75
10 10
9.53

10.29 '/

Aulhonzed
Common

5000 %
45 00
45 00

42 86
41 63
51 67
50 00
43 56
53 DT

43 'IO

48 DQ

46 14
47 40
45 57
48 92
51 56
35 D6

60 00
55 57
49 74
53 69
52 76
32 33 '
44 00
44 DQ

42 94
49 DG

49 00
57 46
57 46
5000 (5)
54 13
54 13

51 79 (5)
53 60
46 90
46 0
36 06
47 90 (5)
41 11
48 17
48 17
46 D7

5Z 22
47 29
47 66
45 00
51 59
32 '9
60 '7
42 88
54 60
50 30
48.00

4801 '/

(2)(6)
(2&(4)(7)
(2&(6)P)
P)P)
P)(9)
P)
(3)(9)
(2)(9)
(2)(9)
(2)
P)(4)(7&
(2)(4)(6&
(3&

(2)
P)
P&
(7)
(3)
P)(4)
(2)
(2)

(2)
(2)

(2)
(i')

P&

P)(4)

(2)
(2)(3)
(2)(6)

(2)(6)
(2)
(2)

i2&

(2)(1 I)

Moody's A
Rated Public
Ublity Bond

642 %
6 40
6 40
640
6 40
6 37
6 37
6 31
637
& 20
6 20
620
6 00
6 DD

598
5 98
5 98
596
5 98
5 98
5 98
5 80
5 80
5 80
5 80
5 60
5 60
580
5 80
5 80
5 80
5 80
5 80
5 80
5 60
S 61
5 81
5 96
5 96
5 rip

5 BP
5 90
5 85
5 85
s&s
5 97
5 97
5 97
5 97
5 97
5 g7
5 97
5 97
5 99
5 99
5 99
5 99

5.99 '/

318 '/

320
3 20
4 10
365
3 18
4 17
363
4 63
4 55
3 47
3 60
37t
4 00
4 14
4 10
4 10
5 02
4 27
4 52
4 77
5 10
5 45
4 45
4 20
4 60
4&D
5 20
4 30
4 30
5 10
5 10
4 30
5 DD

50D
4 19
4 59
4 14
4 29
4 07
460
4 10
4 15
4 40
4 40
4 53
4 23
4 73
3 70
4 13
478
3 93
4 28
4 51
4 76
4 11
3.54

429 %

Average -Likgated Cases 10.35 'A 47.72 % 5.93 % 4.42 '4

Prospective Yield nn A Rated Public Utility Bor de 6 60

Average Spread between Aulhroized Returns on
Common Equity and Ihe yield on 10-year U S
Treaswy Notes tor Litigated Cases

Indicated Common Equity Cost Rale

4 42

11 02

Notes (I) Actual A rated yreldiepresents the yield of the prew»us month il the order was issued on or sitar Ihe 21st of each mon!h, or the yield of

two months prior if Ihe order was issued on or betore Ihe 20th ot each month For example, Dre yield lor 7I17I07 is the A raled Public

Utility yield tor July 2007 and Ihe yield for 7r26IOT is Ihe A rated Public Uklity yield far August 2007

(2) Girder loilowed full or partial slipuialion selDemenl by lhe parties Deasion partrcutars not necessanly precedent- selling or specifically

(3) Inlenm rale implemented pnor to the issuance of final enter normally under bond and subfecl lo refund

(4) Ra!e change lo be implemenled in muDipte steps

(5) Hypothefical

(6) Rale change applicable to electric dislnbution rates only

(7) Rale change appkcabie to eleclnc transmission and dislnbuhon rates only

(9) Indicated rale increase to be phased. in over iour years, with a 6 88'/. ROR authonzed for 2006, 6 898 for 2007 7 09'/ for

2008, and 7 48% far 2009
(9j Rale increase declined lo 5114 9 million effective if 1/07

(10) From page I of Schedule PMA-10

(11) Return impltal in settlement

Capital structure includes cost-free items or tax credit balances at the overalt rale of return

ource of lnformabon
Major Rale Case Deci"iona - January 2005- December 2006, Pub!ishedby Regulatory Research Associates, Inc, An SNL Energy Comoany

Regulatory Focus - Regulatory Study, Major Rale Case Decisions - January June 2007, July 3 2007, published by Regulatory Research
Associates Inc, An SNL Energy Company

Mergenl Bond Recard Monthly Update, June 2007. Vol 14 No 6


